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UNITED STATES DISTRICT COURT 

SOUTHERN DISTRICT OF NEW YORK 

en ah ak a ek on ee ne nn aan ae enh Senco mmm ve ma --xX 

MILDRED GALFAND, 

Plaintiff, 

: 73 Civ. 3849 (CLB) 
-against- 

VERIFIED AMENDED 

GEORGE A. CHESTNUTT, JR., COMPLAINT 

CHESTNUTT CORPORATION, 

AMERICAN INVESTORS FUND, INC., 


Defendants. 


Plaintiff, by her attorneys, for her complaint alleges 
$ 
jupon information and belief, except as to paragraphs 3, 4, 5 and ¢ 


which are alleged on knowledge: 


JURISDICTION 

1. This Court has jurisdiction of this action pursuant 
to Section 44 of the Investment Company Act of 1940 (15 U.S.C. 
§80a-43) (the “Act"), Section 27 of the Securities Exchange Act 9: 
1934 (15 U.S.C. §78aa) (the "Exchange Act"), and upon the 
principles of pendent jurisdiction. 


2: This action arises under the Act, the. Exchange Act, | 


and the common law. 


RULE 23.1 F.R.C.P. ALLEGATIONS 


3. Plaintiff is a shareholder of defendant, American 


| 
! 
t  swautart Fund, Inc. ("AIF") and has been such since prior to the 


time of the transactions complained of herein. ° 

4. Plaintifé brings this action derivatively on AIF's 
behalf. 

5. This action is not brought collusively to confer 


upon this Court jurisdiction which it otherwise would not have. 


6. Demand upon AIF's directors to bring this action 


would be futile and is unnecessary since: 
(a) the alleged wrongdoers control and dominate 
ALF and its board of directors; 
(b) the directors participated or acquiesced in 
wrongful conduct herein alleged; 
(c) the institution of this action by AIF would 
place the action in hostile hands and would prevent 
its effective prosecution. 
Ds Demand upon AIF's shareholders to bring this action 
would be futile and is unnecessary Since: 
(a) Under the laws of New York, under which AIF 
is incorporated, AIF's shareholders cannot by resolution 
or otherwise require AIF to bring an action; 
(b) Even if the shareholders were to direct that 
a suit be instituted, suit could only be instituted by 
AIF through its board of directors, which is controlled 
and dominated by the alleged wrongdoers. 
8. Furthermore, demand upon AIF's directors or 
shareholders is unnecessary since plaintiff is specifically 
empowered to bring this action without making such demand by 


Section 36(b) of the Act (15 U.S.C. §80a-35(b)). 


PARTIES 
5. Plaintiff is, and at all times relevant was, a 
shareholder of AIF. 
10. AIF, a nominal defendant, is a "no-load" mutual 
fund registered pursuant to the Act as an open-end diversified 
investment company. AIF's principal office is located in 


Greenwich, Connecticut. 


EZ. Defendant, Chestnutt Corporation, a closely held 


. 


corporation, has acted as investment adv‘ter to AIF at.all times 
relevant to this action. 

12. Defendant, GEORGE A. CHESTNUTT, JR. is and at all 
times relevant was president and a director of AIF. Chestnutt 
also is and at all times relevant was the principal shareholder, 


. 


a director and president of Chestnutt Corporation. 


FOR A FIRST CLAIM 
£3 Chestnutt Corporation, or its predecessor, had 
continuously served as investment adviser to AIF from AIF's 
formation in 1957 through the date hereof. 
14. Chestnutt Corporation owed fiduciary duties to 
AIF by reason of their relationship and by specific provision 
lof Section 36 (b) of the Act (15 U.S.C. §80a-35(b)) which provides: 
",..the investment adviser of a 
registered investment company shall 
be deemed to have a fiduciary duty 
with respect to the receipt of 
compensation for services..." 
1S. On or about May 1973 Chestnutt Corporation was 
serving as investment adviser to AIF under an investment advisory 
agreement made as of September 1, 1972 ("Old Advisory Agreement"). 
The term of the Old Advisory Agreement was for two years. 


16. At the time the Old Advisory Agreement became 


' 
| 


effective, AIF's net assets were approximately $220,000,000. 
17. Under the terms of the Old Advisory Agreement, 
Chestnutt Corporation agreed to provide AIF, among other things: 
(a) research, Statistical and advisory services 
and assistance and guidance in the administration of 


AIF's assets; 


(b) office space and in connection therewith all 


utilities, office supplies and stenographic, clerical, 


mailing and messenger service; and 
(c) payment of all AIF's executive salaries and 
payment of all promotional, travel and entertainment 
expenses relating to AIF's sales. 
18. Payment to Chestnutt Corporation by AIF under 
paragraph 9 of the Old Advisory Agreement was the amount obtained 
by applying the following quarterly rates to the value of AIF's 


net assets at the end of each calendar quarter: 


Equivalent Net Assets of 
Quarterly Rate Annual Rate the Corporation 


0.2 of 1% 0.8 of 1% the first $ 50 million 
0.15 of 1% 0.6 of 1% the next $ 50 million 
0.1 of 1% 0.4 of 18% the next $200 million 

of 1% of 1% the next $200 million 


of 1% of 1% net assets in excess of 
. $500 million 


1g. The advisory fee under the Old Advisory Agreement, 
however, was subject to a 1% expenses limitation ("expense 
limitation"). The expense limitation of the Old Advisory 
Agreement read as follows ("Corporation" referring to AIF and 


"Investment Adviser" referring to Chestnutt Corporation) : 


“provided, however, that the annual 
fee of the Investment Adviser shall 
not be more than an amount which when 
added to the other charges of the 
Corporation (exclusive of interest 

and taxes).shall result in total 
charges per annum to the Corporation 
inclusive of the fee of the Investment 
Adviser (but exciusive of interest and 
taxes) of 1% of the value of the 
Corporation's average monthly net 
assets for any year." 


cs in AIF's net assets were due, at least in part, to 
6 


The payments under the Old Advisory Agreement, 
subject to the expense limitation, were to be calculated as of 
July 1, 1972 by a specific provision of paragraph 9 of said 
agreement. 

20. The effect of the expense limitation was that if 
AIF's expenses (exclusive of interest and taxes) for any year 
under the Old Advisory Agresment exceeded 1% of AIF's average 
monthly net assets, Chestnutt Corporation would be obligated to 
credit or refund to -IF such excess. 

21. By May 1973 the per share value of AIF shares had 
declined in value - also the net asset value of AIF was down to 
$150,000,000 from the $220,000,000 value on or about September 


1, 1972, when the Old Advisory Agreement became effective. The 


(a) Chestnutt Corporation's investment advice to AIF which | 
resulted in a declining per share value for AIF shares, and 
(b) increased redemptions by AI shareholders due to shareholder 
dissatisfaction with the performance of AIF and Chestnutt 
Corporation. 

ae. By May 1973 AIF's expenses that were subject to 
the 1% expense limitation were declining in comparison to 1972. 
Accordingly, AIF expenses, exclusive of interest and taxes, 
were as follows: 

1973 1972 
lst Quarter $431,160.21 $539,680,47? 
2nd Quarter $428,058.26 $532,477.64 
Furthermore, AIF's annual expenses, exclusive of 

taxes and interest, had declined from $2,213,814 in 1971 to 
$2,009,122 for 1972. AIF's expenses, exclusive of taxes ani in- 


terest, further declined in 1973 to $1,693,249. 


a3. For at least the period of six yeers prior to 
May 1973 AIF had performed relatively poorly. According to 
Fundscope, a leading publication relating to mutual funds, for 
the period January 1, 1967 to December 31, 1971 AIF had performed 
the absolute worst among 206 reporting mutual funds. According 
to Fundscope a $10,000 investment in AIF on January 1, 2367 
would be worth $8,498 on December 31, 1971. During this same 
period, according to Fundscope, a similar investment in the 
Neuwirth fund would have grown to $57,895. Also, according to 
the same Fundscope study, only 8 of the 206 funds, including AIF, 
managed to lose money during this 5-year period. 

During calendar year 1972, the Dow Jones Industrial 
average increased 14.6% while AIF increased only 10.4%. 

24. In May 1973, because AIF's net assets had dropped 
as indicated, there was a reasonable expectation that AIF's 
expenses would exceed the 1% expense limitation giving rise to 
the credit or refund to AIF. 

25. In June 1973 because of the likelihood of the 
credit or refund to AIF by reason of the 1% expense Limitation, 
defendant George A. Chestnutt, Jr. used his influence over the 
AIF Board to cause the AIF Board to recommend to AIF shareholders 
that the Old Advisory Agreement be replaced in mid-term by a 
new advisory agreement idential in all respects except for a 
1-1/2% expense limitation in place of the 1% expense limitation 
("New Advisory Agreement"). 

26. The AIF Board dominated and controlled by George 
A.- Chestnutt, Jr. voted for the New Advisory Agreement and 
approve’ the issuance of a proxy statement dated June 21, 1973 
cover: a shareholder vote on the new contre tt to be held at a 


meeting July 17, 1973 ("Proxy Statement"). 


| 


27. The AIF shareholders, on or about July 17, 1973, 
voted affirmatively for the New Advisory Agreement by means of 
proxies solicited with the Proxy Statement. 


28. The New Advisory Agreement has been put into effect 


and as a result thereof AIF has been deprived of credits or 


refunds to which AIF would be entitled under the Old Advisory 
Agreement. 

23. For the three calendar quarters that have elapsed 
since the effective date of the New Advisory Agreement, AIF's 
expenses (exclusive of taxes and interest) have exceeded 1% of 
average mon-hly net assets. AIF's expenses for calendar year 
1973 also exceed the 1% expense limitation. 

30. The replacing of the Old Advisory Agreement with 
the New Advisory Agreement constituted a breach of fiduciary 
duty by Chestnutt Corporation and the AIF Board of Directors for 
which Chestnutt Corporation and George A. Chestnutt, Jr. are 
liable to AIF under Section 36(b) of the Act (15 U.S.C. §80a-35(b)) 
and principles of common law. 

31. The breach of fiduciary duty under the Act and 
common law resulted since: 

(a) a benefit for AIF was given up for which no 
consideration was received when the New Advisory 
Agreement was recommendec and approved by the AIF Board; 

(b) the sole purpose of the New Advisory 
Agreement was to berefit George A. Chestnutt, Jr. and 
Chestnutt Corporation at the expense of AIF; 

(c) the New Advisory Agreement was approved by 
the AIF Board in violativn of Section 15(c) of the Act 


(15 U.S.C. §80a-15(c)) in that intormation reasonably 


necessary to an evaluation of the New Advisory Agreement 
(i) was rot recueeted by the AIF Board; 
(ii) was not evaluated hy the AIF Board; 
(iii) was not furnished by Chestnutt Corporation 
to the AIF Directors 
(a) The Proxy Statement used to solicit votes for 
the New Advisory Agreement was issucd in form that the 
AIF Board knew and defendants Georze A. Chestnutt, Jr. and 
Chestnutt Corporation knew, or should have known, to be 
false and misleading in the respects set forth below. 
a2. As a result of the foregoing, AIF has been damaged, 
Chestnutt Corporation #:d George A. Chestnutt, Jr. have deen 
enriched, and Chestnutt Corporation and George A. Chestnutt, Jr. 
are liable to AIF therefor in an amount that will be determinable 


after June 30, 1974. 


| 


FOR A SECOND CLAIM 
33. Plaintiff repeats and realleges each and every 


allegation contained in paragraphs 1 through 32. 


34. The Proxy Statement used to solicit AIF shareholder 


misleading in violation of Section 14 of the Exchange Act in that 


‘ee for the New Advisory Agreement was materially false and 
| 


at: 

(a) failed to state that the fee vaid by AIF to 
Chestnutt was higher than chat paid by most other funds. 
A statement to this effect was omitted from the Proxy 
Statement despite the S.E.C.'s specific request for the 
inclusion of such statement; 

(b) stated (p. 6) that “cost increases over which 
neither the Fund nor the Adviser can exercise control" 


was the principal reason for the requested increase when 


in fact the primary, if not exclusive reason, for the 


requested increase was the declining net asset base _ 
of AIF that was about to bring about a credit or refund 
to AIF at the expense of Chestnutt Corporation; 


(c) failed to indicate that at the then current 


ee ee 


rate of expense and level of AIF net assets, AIF would 


receive a credit or refund from Chestnutt Corporation 


under the existing 1% expense limitation; 


oe ee ees S 


(a) implied that no credit or refund would be 
likely with the continued 1% expense limitation by a 
reference to 1972 results at a time when current results 
were available and indicated that, in fact, a credit 
or refund was likely; 

(e) failed to indicate how poorly AIF had 
performed with Chestnutt Corporation as investment 
adviser; 

(£) failed to disclose the profits derived by 
Chestnutt Corporation during the course of past advisory 
agreements with AIF; 

(g) failed to disclose the salaries paid to 
officers of AIF by Chestnutt Corporation; 

(h) failed to disclose the salaries and other 
financial benefits received by George A. Chestnutt, Jr. 
as a result of the relationship of Chestnutt Corporation 
and AIF. 

35. By reason of the foregoing, defendants Chestnutt 
. Corporation and George A. Chestnutt, Jr. have wrongfully benefited 
and profited at the expense of, and to the detriment of, AIF and 


x 
its shareholders in an amount that will be determinable after 


“June 30, 1974. 


‘ WHEREFORE, plaintiff‘! prays for judgment: 
\ (a) voiding the New Advisory Agreement; 

(b) requiring defendant Chestnutt Corporation and 
George A. Chestnutt, Jr., jointly and severally, to 
account to AIF and its shareholders as if the Old ; 
Advisory Agreement had not been terminated; 

(c) allowing plaintiff the costs and expenses of 
this action, including reasonable counsel fees; and 

(a4) granting such other and further relief as 


May be just. 


KREINDLER & KREINDLER 
Attorneys for Plaintiff 


AG \ 
« By LM ion 

e 
: Office and P. 0. Addre 


99 Park Avenue 
New York, New York 10016 
(212) 687-8181 


OF COUNSEL: 


LYMAN AND ASH 
1612 Latimer Street 
Philadelphia, Pennsylvania 


VERIFICATION 

STATE OF NEW JERSEY) 
COUNTY OF ATLANTIC ) ges 

MILDRED GALFAND, being duly sworn, deposes and says 
that she is the plaintiff in the within action, that she has 
read the foregoing Verified Amended Complaint and knows the 
contents thereof; that the same is true to her own knowledge, 
except as to the matters therein stated to be alleged upon 
information and belief, and as to those matters she believes 


it to be true. 
wf vA ; 


, ) a 
— ; P 
Z. typ tl oA. of P74 AF Ae 
m % MILDRED GALFAND - 


* 3 ° 
Sworn to before me this 


ate 
/A~"day of August, 1974 


Notary Public 
Oe Ee A Me RSET 
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NITED STATES DISTRICT COURT 
SOUTHER DISTRICT OF Hi YORE 


MILDRED GALFAND, 
Plaintiff, : 73 Civ. 3849 (CLB) 
-against- 
GEORGE A. CHESTNUTT, JR., ¢ ANSWER TO 
CHESTNUTT CORPORATION, VERIFIED ANCUDOD 
AMERICA: INVESTORS FUND, ENCi is) S COMPLAINT 


befendants. 


Defendants GEOPCE A. CHESTNUTT, JR., CHESTIUTT 
CORPORATION and AMERICAN INVESTORS FUND, INC., ansecring 
the Verified Amended Complaint herein, allege as follows 
with respect to the paragraphs numbered correspondingly 


of the Verified Anended Complaint: 


lL and 2. Deny the allegations of paragrapns 


3. Admit the allegations of paragraph 3. 

4 and 5. veny knowledge or information suf- 
ficient to form a belief as to the truth of the allega- 
tions of parayraphs 4 and 5. 

6 through 8. Deny the allegations of para- 
graphs 6 through 8, except admit that shareholders can-~ 
not require AIF to bring an action. 

9 through 12. Admit the allegations contained 


in paragraphs 9 through 12. 


WITH RESPECT TO THE ALLECLD FIRST CLAII 
CO 


13. Admit the allegations of paragraph 13. 


14. Admit The Investment Company act of 1-J0 
contains the excerpt quoted in paragraph 14 and respect- 
fully refer to the entire Ace fox a statement of the 
extent to which its provisions relate to the alleged 


"Ciduciary duties". 


15. Admit the allegations of paragraph 15 and 


allege that the "Old Advisory Agreement" referred to 
therein was for a two-year term commencing July l, 1972. 

16. Admit the allegations of paragraph 16. 

17 through 20. Deny that the allegations con- 
tained in paragraphs 17 through 20 fully and fairly al- 
lege the provisions of said Old Advisory Agreement and 
respectfully refer the Court to said Agreement in its 
entirety for a full and complete statement thereof. 

21. Deny the allegations contained in para- 
graph 21 and allege that the period of time referred to 
was one of sharply declining stock prices during which 
same period of time investment companies in general 
sustained substantial net redemptions of shares in ex- 
cess Of shares sold to the public. 

22. Deny that the allegations with respect 
to AIF'sS expenses or the computation thereof are fully 
and fairly set forth and respectfully refer to the pub- 
lished audited financial statements for the calendar 
years 1971, 1972 and 1973 for a full and complete state- 
ment thereof; deny that expenses for any varticular al- 
leged quarterly period, as such, are cognizable under 
either the Old or the New Advisory Agreement; and al- 


lege that no computation of expenses under either the 


Pa Jeu 


Ola Advisory Agreement Or the Wew Advisory Agreunens 
could be :aade until after the close of each calendar 
and fiscal year. 

23. Deny knowledge or information sufficient 
to form 4 belief as to the truth of the allegations of 
paragraph 23 and deny any implication that the inves*-~ 
ment record of AIF has been relatively or generally 
poor or that eclectic allegations with respect to any 
particular period afford a reasonable basis for judging 
investment performance. 

24. Deny the allegations of paragraph 24. 

25. Deny the allegations of paragraph 23 and 
allege that in accordance with AIF's invariable practice 


each year to present to shareholders 4 New Advisory 


Agreement, ALr's Board of Directors in the exercise of 


their discretion recommended that a ew Advisory fgrecm 


aa SSS 


ment be approved containing an expense Limitation 45 
defined therein of 1 1/28. 


26, Deny the allegations of paragraph 26 ex- 


SS 


cept admit that the AIF poara of Directors approved the 
issuance of a proxy statement containing 4 proposed New 
Investment ndvisory Agreement to be approved Or rejected 
by shareholders at 4 meating to be held July 17, 1973, 
and as set forth in said proxy statement in the evens of 
shareholder rejection the alleged Old Advisory Agreement 
woul’ cantinue in effect. 

Pa 
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29. ‘ceny that there was any alleged "18 ex- 
pense limitation” for the calendar year 1973, and allege 
that for the first half of such calendar year there was 
an axpense limitation as defined in the Agreement of 1% 
and for the second half of the calendar year commencing 
July 1, 1973 there was an € pense limitation of 1 1/23 
as approved by the shareholders of AIF all of which 
could be determined only after December 31, 1973, and 
deny the applicability of either expense ratio to any 
particular calendar quarter, and except as expressly ad- 
Mitted herein deny each and every other allegation con- 
tained in paragraoh 29. 

30. Dbeny the allegations of paragraph 30. 

31. Deny the allegations of »varagraph 31. 

32. Deny the allegations contained in para- 
graph 32. 

WITH RESPECT TO THE ALLEGED 
SECOND CLAIM 

33. befendants repeat and reallege each and 
every denial and allegation contained in paragraphs l 
through 32 hereof. 

34 and 35. Deny each and every allegation 


contained in paragraphs 34 and 35. 
FIRST AFFIRMATIVE DEFENSE 


36. The complaint fails to state any claim 


upon which relief can be granted. 


SECOUD AFFIRMATIVE DEFENSE 


37. Any purported claim in the complaint is 
moot in that the shareholders of the Fund approved The 
New Investment Advisory Agreement at their meeting held 
July 17, 1973, and further approved another Investment 
Advisory Agreement July 18, 1974 and plaintif£ is bound 
thereby pursuant to shareholder contract by the action 


of the shareholders as a body. 


THIRD AFFIRMATIVE DEFENSS. 


38. To the extent the complaint purports 
Claim equitable relief, plaintiff has unclean hands and 
seeks to maintain and obtain unjust enrici™ent in that 
the existing and uncontrollable expenses of the Fund 
properly attributable to plaintiff's own 86 shares 

’ 

including postage, printing, bank charges and other 
necessary expenses exceed both the former 1% and the 
present 1 1/2% expense ratio limitation as prescribed 


in the investment advisory aqreement, and the complaint 


must fail for want of equity. 


FOURTH AP. LRMATIVE DDPENSE 


39. Any claim for money danage, if any, for 
1973 is de minimis, and no claim for money damage for 


1974 can be made until following December 31, 1974. 


FIFTH AFFIRMATIVE DEFENSE 


40. Plaintiff has failed to allege proper 


-5- 


: 

; 

\ 

' 

grounds for failure to make demand upon tlie directors | 


of the Fund, and this action may not be maintained. 
SIXTH AFFIRMATIVE DEFENSE 


41. Plaintiff cannot fairly and effectively 


represent the rights and interests of defendant American 


Investors Fund, Inc. or the body of its sha eholders 
who have expressly taken action contrary to that sought 
by the plaintiff who seeks by this action to violate 
her contract with such corporation and with its body 


of snarcholders. 


SEVENTH AFFIRMATIVE DEFENSE 


42. At the time of commencement of this 


action and to the present plaintiff had actual knowledge 


ees cee 


that there was and is no good ground for commencing or 
maintaining this action as required by Rule! 22) of) the 


Federal Rules of Civil Procedure. 


WHEREFORE, defendants demand judgment dismiss- 


ing the complaint together with the costs and disburse- 


Sag SSS SS 


wents of this action plus reasonable attorneys fees and 


oo 


appropriate relief pursuant to Rule ll of the Federal 


Rules of Civil Procedure. 


ROGERS a & UILLS 


or che, J 


A Member of the Firu 
Attorneys for Defendants 
Nnerican Investors Fund, Inc. 
George A. Chestnutt, Jr. 
Chestnutt Corporation 
90 Park Avenue 
Wew York, HW. Y. 10016 
(212) 953-9200 
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»g3i0n proceedings. Thus even if Weis- 
endloom is construed to hold that a state 
cannot force the United States to liti- 
gate possession actions in the local 
courts, it does not reach the question of 
whether the Congress can bring about 
such a result. 

The petitioners’ argument that the 
United States should not be considered 
a landlord within the meaning of the 
ejectment statute is without merit. All 
the cases cited by the petitioners dealt 
with statutes which if held applicable to 
the United States would have subjected 
it to affirmative state regulation. In 
the instant case, the United States is not 
subjected to regulation by the ejectment 
statutes. Rather those statutes merely 


prescribe the proper court to be used in 
seeking judicial relief for possession. 


{4,5] The petitioners argue lastly 
that the purely local jurisdiction as- 
signed to the Superior Court in the Court 
Reform Act cannot encompass the ad- 
ministration of federal public housing 
programs, which are national in scope. 
The argument is patently without merit. 
Any claims which the petitioners may 
wish to make concerning federal housing 
policy can be raised in the Superior 
Court as defenses to the instant actions 
brought by the United States.* More- 
over, federal defenses to an action do 
not confer federal jurisdiction on a pro- 
ceeding otherwise outside the cognizance 
of the federal courts. Louisville & Nash- 
ville R. R. v. Mottley, 211 U.S. 149, 29 
S.Ct. 42, 53 L.Ed. 126 (1908); Gully v. 
First National Bank, 299 U.S. 109, 57 
S.Ct. 96, 81 L.Ed. 70 (1936); Pan Amer- 
ican Petroleum Corp. v. Superior Court, 
366 U.S. 656, 81 S.Ct. 1303, 6 L.Ed.2d 
584 (1961). 


Therefore, it is this 30th day of Au- 
gust, 1973, without hearing pursuant to 
Local Rule 1-9(e), effective August 1, 
1973. 


_ Ordered that the motion of the pcti- 
tioners for reconsideration be and the 
same is hereby denicd. 


Mildred GALFAND, on behalf of herscif 
and on behalf of American Investors 
Fund, Inc., Viaintiff, 

v. 

Georg. ». CHESTNUTT, Tr., and Chest- 
nutt Corporation, Defendants, 
American Investors Fund, Nominal 
Defendant. 

Civ. A. No. 73-1516. 


United States District Court, 
E. D. Pennsylvania. 


July 13, 1973. 


Proceedings on stockholder’s appli- 
cation for preliminary injunction re- 
straining holding annual meeting of in- 
vestment fund on ground investment ad- 
viser had entered into self-serving 
agreement with fund and proxy material 
did not disclose true nature of agree- 
ment. The District Court, Broderick, di 
held that preliminary injunction would 
be denied since stockholder failed to 
prove likelihood of success and had ade- 
quate remedy at law. 


Order accordingly. 


1. Injunction 147 

Standards for issuance of prelimi- 
nary injunction require moving party to 
demonstrate reasonable probability of 
eventual success on merits and irrepara- 
ble injury pendente lite. 


2, Securitics Regulation 216 

Transactions between investment 
fund and controlling steckholder and 
corporation which is owned by such 
stockholder and which acts as_ invest- 
ment adviser to fund will be upheld only 
if they are determined to be fair. In- 
vestment Company Act of 1940, § 36(b), 
15 U.S.C.A. § 80a-35(b). 


3. Securities Regulation C221 

Record in support of application for 
preliminary injunction in stockholder’s 
derivative action secking to enjoin an- 
nual mecting of investment fund on 


* Of course, the Court expresses no view on the propriety or aubstance of such posmible defenses, 
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grounds that investment adviser had en- 
tered into an agreement which was un- 
fair to stockholders of investment fund 
and that proxy statements requesting 
approval of agreement concealed real na- 
ture of proposal failed to show reason- 
able probability that stockholder would 
succeed in proving that proposed agrce- 
ment was unfair or that proxy material 
did not honestly disclose nature of pro- 
posed agreement and preliminary injunc- 
tion would be denied. Investment Com- 
pany Act of 1940, § 36(b), 15 U.S.C.A. § 
80a-35(b). 


4. Injunction 136(3) 

One requirement for issuance of 
preliminary injunction is irreparable in- 
jury pendente lite. 


& Injunction 136(3) 

Injury cannot be considered irrepar- 
able unless party seeking preliminary in- 
junction demonstrates that its legal rem- 
edies are either inadequate or impracti- 
cable. 


6. Securities Regulation 221 

Stockholder, who brought derivative 
action in which preliminary injunction 
against holding annual meeting was 
sought on ground that investment advis- 
er had entered into self-serving agree- 
ment with investment fund by terms of 
which percentage of allowable expenses 
was increased 1%, had adequate reme- 
dy at law by suit for damages and was 
not entitled to preliminary injunction. 
Investment Company Act of 1940, § 
86(b), 15 U.S.C.A. § 80a-35(b). 


en ned 


Richard A. Ash, Philadelphia, Pa., for 
plaintiff. 

H. Laddie Montague, Jr., Philadelphia, 
Pa., for defendants. 


MEMORANDUM 


BRODERICK, District Judge. 

This is a shareholder derivative action 
filed on July 6, 1973. <A hearing was 
held on July 11, 1973 on plaintiff's re- 
quest for a preliminary injunction re- 
straining the defendant, American 


Investors Fund, Inc. (Fund) from con- 
ducting its annual meeting scheduled for 
July 17, 1973 in Greenwich, Connecticut 
and barring the use of the proxies. The 
defendant filed on July 11, 1973 a mo- 
tion to transfer this action to the United 
States District Court for the Southern 
District of New York, pursuant to 28 
U.S.C. § 1404(a). 

The complaint alleges that defendants 
George Chestnutt and Chestnutt Corpo- 
ration, the Fund’s investment advisor, 
have entered into a self-dealing invest- 
ment advisory agreement which is un- 
fair to the shareholders and that the 
proxy statements requesting sharcholder 
approval of the agreement conceal the 
real nature of the proposal. 


The plaintiff claims that the proposed 
investment advisory contract results 
from a violation of the fiduciary duty 
set forth in Section 36(b) of the Invest- 
ment Company Act, 15 U.S.C. § 80a- 
35(b). Plaintiff further alleges that as 
part of the plan the defendant, George 
A. Chestnutt, Jr., a citizen of Greenwich, 
Connecticut and President of the Fund 
and the President of Chestnutt Corpora- 
tion, utilized his control of the other di- 
rectors of the Fund by virtue of his 
47% ownership of the stock of the Fund 
to induce the directors to breach their 
fiduciary duties by accepting the pro- 
posed new investment advisory agree- 
ment which has been proposed for ratifi- 
cation at the annual meeting on July 17, 
1973. The plaintiff alleges that the 
proxy materia! is false and misleading 
in that it states: 


as a result of cost increases over 
which neither the fund nor the advis- 
or can exercise control, the FUND and 
the advisor have determined that the 
1% annual expense ratio limitation in 
the current Advisory Agreement shall 
be increased to 115%. (Emphasis 
added) 


Pursuant to the plaintiff’s request for 
a preliminary injunction to enjoin the 
defendants from conducting the annual 
meeting scheduled for July 17, 1973, and 
the defendant's motion for a change of 
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venue, this Court scheduled a hearing 
for July 11, 1973. Due to the fact that 
the annual meeting is scheduled for July 
17, 1973, this Court reserves decision on 
the defendant's motion for a change of 
venue pursuant to 28 U.S.C. § 1404(a) 
and herein decides the plaintiff’s motion 
for a preliminary injunction. 

Plaintiff’s first contention in support 
of her motion for a preliminary injunc- 
tion is that the proxy solicitation mate- 
rial being used to obtain shareholder ap- 
proval for the proposed modification of 
the investment advisory agreement vio- 
lates Rule 14a-9 of the Securities and 
Exchange Commission in that it falsely 
states that the change is proposed “as a 
result of cost increases over which nei- 
ther the Fund nor the advisor can exer- 
cise control.” The plaintiff’s second 
ground is that the directors have 
breached their fiduciary duties in pro- 
posing the modification of the agree- 
ment imposed by Section 36(b) of the 
Investment Company Act of 1940, 15 U. 
S.C. § 80a-35(b), as it is a self-enrich- 


ment proposal which is contrary to the 
best interests of the Fund. 


The only evidence introduced by the 
plaintiff in support of the preliminary 
injunction motion is the deposition of 
the defendant, George Chestnutt, Jr., the 
Fund’s April 30, 1973 prospectus, the 
Fund’s proxy staternent for the July 17, 
1973 meeting, and the annuai report of 
the Fund. 

The Fund’s proxy solicitation state- 
ment for the July 17, 1973 annual meet- 
ing provides as follows, in pertinent 
part: 


APPROVAL OF THE TERMS OF 
NEW ADVISORY AGREEMENT 


As a result of cost increases over 
which neither the Fund nor the Advis- 
er can exercise control, the Fund and 
the Adviser have determined that the 
1% annual expense ratio limitation in 
the current Investment Advisory 
Agreement shall be inercased to 113% 
of average monthly net assets in the 
contract, Heretofore, the Advisory 


Contract required the Adviser to 
reimburse the Fund to the extent that 
total annual expenses (exclusive of in- 
terest and taxes) exceeded 1% of 
average monthly net assets. Under 
the new agreement, no reimbursement 
from the Adviser would be required 
unless and until .%tal annual expenses 
of the Fund (again, including interest 
and taxes) exceeded 11° of average 
monthly net assets. The Investment 
Advisory fee schedule would not be 
changed under the new agreement; 
however, the higher allowable expense 
ratio limitation would benefit the Ad- 
viser by reducing the risk that some 
or all of the advisory fee would have 
to be reimbursed to the Fund due to 
an increase in rates for other expens- 
es or changes in the average account 
size of American Investois Fund 
shareholders. No higher fees or costs 
would have been incurred by the Fund 
had the proposed new Agreement been 
in effect in 1972. 

The contract provides that the total 
expenses of the Fund (exclusive of in- 
terest and taxes but including the ad- 
visory fee) shall not be more than 
114% of the average monthly net as- 
sets of the Fund. The Board of Di- 
rectors of the Fund has agreed, how- 
ever, that should the Fund register its 
shares for sale in states which impose 
a more stringent expense limitation, 
the Adviser will reimburse the Fund 
for expenses above the limitation im- 
posed by such states. The Board of 
Directors of the Fund and the Adviser 
contemplate making ‘indertakings to 
certain states in which Fund sales are 
being made, which undertakings would 
require the Adviser to reimburse the 
Fund to the extent that total expenses 
of the Fund (exclusive of interest and 
taxes) exceed 1':% of the first $20 
million and 1% of the excess over $30 
million. However, no assurance can 
be given that the annual expense ratio 
will in fact be at a level less than 
11369 of average monthly net asscts. 


The proposed new Agreement ap- 
pears as pages 16-20 of this Proxy 
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Statement. Approval of the new In- 
vestment Advisory Agreement could, 
to the extent deemed appropriate by 
defense counsel, be used as a defense 
in the Fogel Litigation described in 
this Proxy Statement at pages 9 and 
10. All provisions of the proposed [n- 
vestment Advisory Agreement are the 
same as those contained in the current 
Agreement with the exception of the 
effective date and the change in the 
expense ratio limitation. 

Ta be adopted, the new Agreement 
must be approved by a majority of di- 
rectors who are not parties to such 
Agreement or interested persons of 
any such party and must be autho- 
rized by a vote of a majority of the 
outstanding shares of the Fund; by 
definition contained in the Investment 
Company Act of 1940 this means a 
vote of (a) holders of 67% or more of 
the shares of the Fund present if 
holders of more than 50% of the out- 
standing shares of the Fund entitled 
to vote at the meeting are present in 


person or by proxy, or (b) holders of 
more than 50% of the outstanding 
shares of the Fund entitied to vote at 
the meeting, whichever is less. 


there was nothing we could do about 
it, and that inevitably, with the infla- 
tion rate out of control, expenses were 
going up and if contrarily the market 
kept going down it would be inevitable 
that somewhere down the road, if 
things didn’t change, that it would 
reach the unfair proportions of per- 
haps bankrupting the adviser, or caus- 
ing the adviser to have to completcly 
get out of the business; that there 
was a very strong possibility that way 
down the line something like that 
could happen, and that I felt that the 
expense limitation was unfair and I 
also pointed out that most of the 
States that I knew about that had 
originally imposed the one percent 
limitation, had been convinced by var- 
ious funds and managements of those 
funds that the limitation was grossly 
unfair and had relaxed their rules ac- 
cordingly. And that specifically “ali- 
fornia had done so to the extent of al- 
lowing that limit—the one percent 
limitation to apply to only the excess 
over the first thirty million dollars, 
and that we could still get in all of the 
States that were important if we con- 
formed our contract with what those 


States had already recognized was 
fair and equitable, and that we should 
proceed to do it. That was my pre- 
sentation of the broad overall picture, 
and a discussion took place among all 
of the directors, and I do not recall 
any of them seriously questioning the 
validity of the basic fundamentals 
that I presented. 

Information prepared by officers of 
the Fund and read into the record dur- 
ing the deposition of Mr. Chestnutt 
shows that while the net asscts of the 
Fund decreased by 15¢¢ during the peri- 
od from 1967 to 1972, the Fund’s ex- 
penses, excluding the advisory fee, in- 
inflations that this country has seen creased by 70% or from $508,340 to 


since at least going back to the end of $865,010. 

World War I, and that costs of the (1) The standards for the issuance 
fund were basically out of control. of a preliminary iniunction require the 
All the Bank of New York, for cxam- moving party to demonstrate a reason- 
ple, had to do was announce a price able probability of eventual success on 
increase for a certain function and the merits and irreparable injury pen- 


The Fund’s proxy solicitation statement 
also provides the information concerning 
the officers and directors of the Fund 
and the Chestnutt Corporation and their 
financial interests in both the Fund and 
Advisor Corporation. Mr. Chestnutt in 
his deposition explained the proposed 
change as follows: 
I pointed out first of all that we were 
in a severe bear market, the extert of 
which could not be positively predict- 
ed, and it was possible that the fund 
would have further shrinkage in as- 
sets. I pointed out that simultancous- 
ly with this bear market in stocks we 
were undergoing one of the greatest 
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dente lite. This Court has broad discre- 
tion, since its task involves weighing the 
benefits and burdens that the injunction 
wv iW have on cach of the partics and the 
public, Penn Galvanizing Company v. 
Lukens Stee! Co., 468 F.2d 1021 (3rd 
Cir. 1972). 

The Plaintiff contends that the direc- 
tors have breached their fiduciary duty 
to the Fund by proposing the modifica- 
tion of the investment advisory agree- 
ment, The plaintiff claims that the pro- 
posed Agreement is not fair and results 
from self-dealing, contrary to the best 
interests of the Fund. The plaintiff 
also contends that the proxy material is 
false and misleading in that it states 
that the proposed change in the advisory 
agreement results from cost increases 
over whicn neither the Fund nor the ad- 
visor can exercise control. 

There is insufficient evidence 1 
record to enable the Court to find, A 
reasonable probability, that plaintiff will 
succeed in proving either contention at 
the trial on the merits. Section 36(b) 
of the Investment Company, 15 U.S.C. § 
80a~35(b) provides, in pertinent part: 


(b) For the purposes of this 
subsection, the intestment adviser of 
a registered investment company shall 
be deemed to have a fiduciary duty 
with respect to the receipt of compen- 
sation for services, or of payments of 
a material nature, paid by such regis- 
tered investment company, or by the 
security holders thereof, to such in- 
vestment adviser or any affiliated per- 
son of such investment adviser. An 
action may be brought under this 
subsection by the Commission, or by a 
security holder of such registered in- 
vestment company on behalf of such 
company, against such investment ad- 
viser, or any affiliated person of such 
investment adviser, or any other per- 
son enumerated in subsection (a) of 
this section who has a fiduciary duty 
concerning such compensation or pay- 
ments, for breach of fiduciary duty in 
respect of such compensation or pay- 

. ments paid by such registered invest- 
ment company or by the security hold- 


ers thercef to such investment adviser 
or person. 
Section 36(b)(1) of the Act, 15 U.S.C. § 
80a-35(b), prov des: 
It shall pot be necessary to allege or 
prove that any defendant engaged in 
personal misceiduct, and the plaintiff 
shall have the burden of proving a 
breach of fiduciary duty. 


{2] In considering transactions 
where fiduciaries have conflicts of inter- 
est, such as Mr. Chestnutt and the 
Chestnutt Corporation in the instant 
case, such transactions will be upheld 
only if they are determined to be fair. 
Pepper v. Litton, 308 U.S. 295, GO S.Ct. 
238, 84 L.Ed. 281 (1939). The test is 
whether or not under all the circum- 
stances the transaction carries the ear- 
marks of an arm's length bargain; 
there must be a reasonable proportion 
between benefits and burdens, and there 
must be full disclosure. Pepper v. Lit- 
ton, supra; Globe Woolen Co. v. Utica 
Gas & Electréc Company, 224 N.Y. 483, 
490, 121 N.E. 378, 280 (1918). There is 
not sufficient credible evidence in this 
record to enable this Court to find a rea- 
sonable probability that the plaintiff 
will succeed in proving that the pro- 
posed agreement is unfair, or that there 
was not a full disclosure. 

This record, at this stage, contains lit- 
tle, if any, evidence that the proposed 
Agreement is “unfair.” The proxy 
statement sets forth the benefit of the 
new agreement to the Advisor and the 
burden to the Fund. As stated by Chief 
Judge Lord in Allen v. Penn Central 
Company, 350 F.Supp. 697, 702 (E.D. 
Pa.1972) : 


“It is easy to find small errors and 
trivial omissions in any proxy state- 
ment, but ‘{rJeasonable latitude in 
this area is important if nit-picking is 
not to become the name of the game.’ 
Kohn v. American Metal Climax, Inc., 
458 F 2d 256, 267 (C.A.3, 1972).” 
The real test is whether the proxy state- 
ment “when read as a whole by a rea- 
sonable sharcholder, conceals the real 
nature of the proposal for which the 
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shareholder’s vote is being sought.” 
There js not sufficient credible evidener 
in this record to enable this Court to 
find a reasonable probabiiity that the 
Plaintiff will succeed in proving that the 
proxy material conceals the nature of 
the proposal to the shareholders; and 
that it does not convey “an honest and 
eandid picture of the proposal.” Allen 
v. Penn Central Company, supra, at p. 
702. 


(3] The Court, therefore, concludes 
that the plaintiff has not established the 
first prerequisite for the issuance of a 
preliminary injunction—a reasonable 
probability of eventual success on the 
merits. 


{4,5] The second requirement for 
the issu ice of preliminary relief is ir- 
reparable injury pendente lite. Plain- 
tiff has failed to demonstrate any threat 
of irreparable harm if the shareholders’ 
meeting goes forward on July 17, 1973, 
and the new advisory agreement, which 
does not become effective until Septem- 
ber 1, 1973, is approved. Injury cannot 
be considered irreparable ‘‘unless plain- 
tiff demonstrates that its legal remedies 
are either inadequate or impracticable.” 
A.L.K. Corporation v. Columbia Pictures 
Industries, Inc., 440 F.2d 761, 763 (3d 
C.r.197)°. (Emphasi a.) 


6) If the plainti. vimately pre-e 
vails at the trial on the. = its in having 
the new agreement declared void, plain- 
tiff hos an adequate legal remedy in 
dameges. The new agreement docs rot 
change the old agreement except in one 
respect: it increases the percentage cf 
allowable expenses from 1% to 114%. 
Thus, the harm to plaintiff only occurs 
if expenses exceed 16%, and if the new 
agreement is void the defendant, Chest- 
nutt Corporation, would be liable to the 
Fund in damages for that excess. Ac- 
cordingly, the plaintiff has an adequate 
remedy at Inw. 

In balancing the benefits and burdens 
that granting or denying the injunction 
will have on cach of the parties and the 
public, the record shows that $65,000 
has already Leen expended in connection 


with the Fund's annual meeting sched- 
uled for July 17, 1973. Should that 
meeting be enjoined. ihat money will be 
wasted. [:: contrast to the potential 
waste of subsiantial monies already ex- 
pended, thers is no prejudice to plaintiff 
ana the «shee shareholders if the annual 
meeting proceeds ag scheduled. To the 
extent action taken at the annual meet- 
ing may result in a voidable contract, 
damages, if any, may be recovered from 
the defendants. 

In conclusion, the plaintiff has not 
demonstrated a reasonable probability of 
eventual success on the merits ox irrep- 
arable injury pendente lite. The plain- 
tiff has also failed to demonstrate that 
the harm suffered by the plaintiff and 
the shareholders if the injunction is de- 
nied outweighs the burdens that the de- 
fendants will suffer if the injunction is 
granted. The Court, therefore, con- 
cludes ‘hat a preliminary injunction is 
inappropriate. 

This Memorandum and Order shall 
constitute the Court’s findings of fact 
and conclusions of law, pursuant to Rule 
52(a), Federal Rules of Civil Procedure. 


° CET mumbo Trstin 


Mildred GALFAND et al. 


Vv. 


George A. CHESTNUTT ct al. 
Civ. A. No, 73-1516. 


United States District Court, 
E. D. Pennsylvania. 


Aug. 16, 1973. 


Proceedings on motion to transfer 
stockholder’s derivative action. The 
District Court, Broderick, J., held that 
ginee plaintiff's convenience in main- 
taining suit in Pennsylvania was solely 
the fact that her son, who was her in- 
vestment adviser, resided in Pennsaylvan- 
ia and she was represented by a Penn- 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF EW YORK 


SO AS A DP DN OD LD OY EE AD OE ED ED SS ON A EY Gey em ee co on OH ee NE aa A ND ee ne mS eae cee enw ay ew SP 


MILDRED GALFAND, on hchalf of herself : 
and on behalf of AMERICAN INVESTORS 
FUND, INC.., 


%2 Civ.. 3849: (CEB) 
Plaintiff, 
-against- 7 PRE-TRIAL ORDER 


GRORGE A. CHESTNUTT, JR., and 
CHESTNUTT CORPORATION, 


Defendants, 
~and~ 
AMERICAN INVESTORS FUND, INC., 


Nominal Defendant. 


Pursuant to Rule 16 of the Federal Rules of Civil 


Procedure, IT IS ORDERED 
Nature of Action and Parties 


(a) Nature of Action 
This is a derivative action on behalf of 


~ 


American Investors Fund, Inc. ("AIF"), a New York 


corporation registered pursuant to the Investment 


Company Act of 1940 (15 U.S.C. §§80 a-1l, et seq.) 
("the Act") as an open-end diversified investment 
company for alleaed breach of fiduciary duty under 
the Act and principles of common law in connection 


with a New Advisory Agreement (New Advisory Contract) 
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made as of September 1, 1973. (Ex. 10).* The proxy 


statement issued in connection with the sharcholder 
vote on The New Advisory Contract (Ex. 2) is also 
challenged as misleading. 
(b) Parties 
The parties are: 
Plaintifé Mildred Galfand, a shareholder 
at all times relevant to the action. 
Defendants 
(i) AIF - The fund on whose behalf the action 
‘is brought - a nominal defendant. 
(ii) Chestnutt Corporation - Investment adviser to 
AIF at all times relevant to the action. a 
(iii) George A. Chestnutt, Jr. - Director and Presi- 
dent of AIF and Director, President ane principal 


Shareholder of Chestnutt Corporation. 


Jurisdiction 

Jarisdiction is asserted under Section 44 
of the Act, Section 27 of The Securities Exchange Act 
Of 1934 (15 U.S.C. §78aa) ("The Exchange Act") and 


principles of pendent jurisdiction. 


Stipulated Facts 


The following facts are stipulated to be 
true and recuire no proof for the Sursoses of this 
action only, and the parties reserve all rights to 
object to admissibility on the grounds of relevance, 


materiality and competency. 


sent eeetee 


* Reference throughout to exhibits are exhibits marked on the 
depositions in these Proceedings. 
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Ll. The fund is an open cnd investment com~ 


pany incorporated in New York of the no-load varicty 


as described in Sec. 10(d) of the Act as follows: 


“(d) Notwithstanding subsections (a) 
and. (b) (2) of this section, a registercd invest- 
ment company may have a board of directors all 
the members of which, except one, are interested 
persons of the investment adviser of such company, 
or are officers or employees of such company, 
if-- 

(1) such investment company is an open~ 
end company; 

(2) such investment adviser is registered 
under title II of this Act and is engaged princi 
pally in the business of rendering investment super- 
visory services as defined in title If; . 

(3) no sales load is charged on securities 
issued by such investment company; 

(4) any premium over net asset value 
charged by such company upon the issuance of 
any such security, plus any discount from net 
asset value charged on redemption thereof, shall 
not in the aggregate exceed 2 per centum; 

(5) na sales or promotion expenses are in- 
curred by such registered company; but expenses 
incurred in complying with laws regulating the 
issue or sale of securities shall not be deemed 
sales or promotion expenses; 

(6) such investment advis: - is the only 
investment adviser to such investment company, 
and such investment adviser does not receive a 
management fee exceeding 1 per centum per annum 
of the value of such company's net assets aver 
aged over the year or taken as of a definite 
date or dates within the year; 

(7) all executive salaries and executive 
expenses and office rent of such investment company 
are paid by such investment adviser; and 

(8) such investment company has only one 
class of securities outstanding, each unit of 
which has equal voting rights with every other unit." 


Investment companies not meeting the above description 
are required by subsections (a) and (b) (2) to have a 
board of directors comprised of not more than 60 per 
centum who are “interested persons" as defined by 
Section 2(a) (19) of the Act, or, in the event that 


a principal underwriter is an “interested person”, a 
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Majority of the board of directors shall not be 


“interested persons" of the investment company or of 


the principal underwriter. 

2. As a “no~load" fund, the shares of 
AIF are sold to the public at net asset value, 
without a sales charge or underwriting commission, and 
are redeemable without a withdrawal charge. 

3. Defendant Chestnutt Corporation ithe 
Adviser) is a Connecticut corporation whose sole place 
of business is 88 Field Point Road, Greenwich, 
Connectieuc. It and its predecessors have been the 
‘investment adviser to the Fund since incorsoration in 
1957, and at all relevant times its board of 
directors has consisted of Geroge A. Chestnutt, Jr., 
Warren K. Greene, Clendon Hil. Lee and Stanley L. Sabel. 

. 4. Chestnutt Corporation served as invest- 
ment adviser to AIF pursuant to an advisory contract 
dated as of September 1, 1972 ("Old Advisory Contract") } 
(Ex. 4). Chestnutt Corporation (or its predecessor) 
had served as investment adviser to AIF since AIF's 

formation in 1957 under various other advisory 
agreements. 

5. Defendant George A. Chestnutt, Jr., is 
and has heen President and a director of both the Fund 
and the Adviser since incorporation and at all rele- 
vant times has owned approximately 46% of the Adviser. 

6. The Old Advisory Contract provided for a 
term of two years from September 1, 1972 (Ex. 4 411) 
but could be sooner terminated, without penalty by 
either AIF or Chestnutt Corporation on 60 days written 


Notice (Ex. 4 14), 


7. Under the terms of the Old Advisory 
Contract, Chestnutt Corporation agreed to provide AIF, 
among other things; 

(i) research, statistical and advisory 
services and assistance and guidance in the ad- 
ministration of AIF's assets (Ex. 4 41); 

) (ii) office space and in connection 
therewith all utilities, office supplies and steno- 
graphic clerical, mailing and messenger service 
(Ex. 4°97); and 

(iii) payment of all AIF's executive 
Salaries and payment of all promotional, travel and 
entertainment expenses relating to AIF's sales. 


(Ex. 4 47); 


8. Payment to Chestnutt Corporation by AIF 


under paragraph 9 of the Old Advisory Contract was the 

amount obtained by applying the following quarterly 

rates to the value of AIF's net assets at the end of- 

each calendar quarter: 

’ vs Equivalent Net Assets of 

Quarterly Rate Annual Rate the Corporation 

O23) C8 30.5 Be ee is the first $50 million 

0.15 of 1% 0.6 1% the next $50 million 

0.1 of 1% 0.4 1% the next $200 million 

0.0875 of 1% 0.35 1% the next $200 million 

0.075 of 1% 0.3 1t net assets in excess of 

$500 million 

The advisory fee, however, was subject 

to a 1% expenses limitation ("expense limitation"). 


The expense limitation of the Old Advisory Agreement 
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read as follows ("Corporation" referring to AIF and 


“Investment Adviser" referring to Chestnutt : 


2 “ 
Corporation): 


“provided, however, that the annual 

fee of the Investment Adviser shall 

not be more than an amount which when 
added to the other charges of the 
Corporation (exclusive of interest and 
taxes) shali result in total charges per 
annum to the Corporation inclusive of th 
fee of the Investment Adviser (but exclu- 
sive of interest und taxes) of 1% of the 
value of the Corporation's average monthly 
net assets for any year." 


_The payments under tho Old Advisory Contract, 


subject to the expense limitations, were to be 
Sue 30 ‘ 
calculated as of July 1, 1972 by a specific provision 
of paragraph 9 of said agreement. 
9. At May 21, 1973 the AIF directors were 


the following: 


Relationships 


_ First Became 
Director 


George A. Chestzut RU cae 1957 


be 
mw py 
(“interested verson") 


John Currier 
("interested verson") 


frank L. Fowler, ir. 


Warren K. Greene 
("interests person") 


Stanley Law Sa 
("interes 


Eugene A. Ulrich 


Director of AIF 


to Chestnutt 
Corporation 
SSeS Se 


President, Direc- 
tor & principal 
shareholder 


Sharcholder 


None 

Shareholder & 
Vice President & 
Director 


Director and 
Counsel 


Director, share- 
holder and former 
counsel] 

None 


None 
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10. Ulrich, Semmes and Fowler were the only 


AIF directors who had never held any position or shares 


Ownership of Chestnutt Corporation. No one of these 


persons served as a director of a publicly held 

corporation, other than AIF, prior to auly 27, 1373, 
‘ll. Neither director Greene nor Currier 

had served as a director of a publicly held 

- corporation, other than AIF, prior to suLY 27, Le7s, 

22. The Fund's and Adviser's sole Place of 
business from inception until May 2, 1966 was Larch- 
mont, New York, and on that date they moved to 
Greenwich, Connecticut which has been she sole place 
of business since that date. 

13. All purchase of fund shares are made 
either at the Fund's office in Connecticut (formerly 
in New York) or at The Bank of New York, the Fund's 
Custodian and transfer agent, in Manhattan. 

14, The Fund's sales are made by mail and 
telephone paid for by the Adviser, and are made in 
interstate commerce (except New York and Connecticut 
sales). 

15. The advisory agreements under which 
the Adviser has served the Fund, including the Ola 
Advisory Contract (Ex. 4) could be terminated by 
either party on 60 days written notice and were for 


terms of two years. 


16. Plaintif£f£ Mildred Galfand purchasad 


Shares of the Fund while a resident of Pennsylvania, 


s 


and at the time of the commencement of this action 
was a resident of New Jersey and the holder of 86 
shares. 

17. Plaiatier was a resident of Pennsylvania! 
when she purchased Fund shares by mail in interstate 
_ commerce. 

. 18. A meeting of Pund directors was held 
May 21, 1973 at which all directors were sresent, 
including Clendon H. Lee elected that date, and the 
por authorized the calling of the Annual Meeting 
of Shareholders to be held July 17, 1973 for the 
purposes, among other things, of considering and 
acting upon a new advisory agreement. The "expense 
limitation" of the existing advisory agreement was 


discussed. oe 


i393. Prior to June 5, 1973 at least one 


proof of a AIF Proxy statement was distributed to 
AIF directors. The proof contained as an exhibit a 
proposed new advisory contract identical to the old 
in all respects except for the date ane the expense 
limitation which was increased from 1% to 1-1/2%. 
(Ex. 19): 

20. A meeting of Fund directors was held 
June 5, 1973, at which all directors were present 
except John Currier, and a Majority of the directors, 
including a majority of the directors who were not 
interested persons, approved the submission to the 


sharcholders of a New Advisory Agreement for ratifi- 


cation or rejection to be dated as of September 1, 1973 


and providing for an increase in the expense 

limitation from 1% to 1 1/2% (Ex. 8). There was 
distributed to the Arr directors at this meeting a 
chart prepared by director Eugene A. Ulrich which has 
been marked as Ex. 14A to the depositions herein. 

(Ex. 148 is a typed copy prepared during the litigation 


for the convenience of the Court and the parties). 


‘ak, ‘Oh April 27, 1973 copies of the 
Adviser's annual financial statement for the year 1972 
as required to be filed by the Fund with the Securities 
and Exchange Commission were mailed to Fund directors, 
and all directors had acknowledged receipt thereof by 


May 1, 1973. 


22. Douglas Cram, Secretary and Counsel to 
AIF in June 1973, prepared a memorandum of a telephone 
conversation between himself and a SEC staff member 
respecting the AIF proxy statement covering the vote 
on the New Advisory Contract (Ex. ll). Cram 
responded to that telephone conversation by @ Letter 


dated June 21, 1973. (Ex. L2) 


23. The notice of meeting of ALF shareholders 
to be held July 17, 1973 and a proxy statement dated 
June 21, 1973 were mailed to AIF shareholders on or 


about June 21, 1973 (Ex. a1 


24. The notice of meeting and proxy statement 
dated June 21, 1973 containing the proposed New 
Agreement in its entirety were mailed to sharcholders, 


and on July 17, 1973 Fund sharcholders by a vote of 


approved the New Agreement which was thereafter made. 


45, ‘Thea “we Of replacing the Old Advisory 
Contract by t advisory Contract for purposes 
igation was t the 1 1/23 expense 
limita fon applied to the advi y fee instead of the 
xpense limitation, for the period ™Srcom July 1, 1973 


o June 30, 1974. 


26. From the date the Fund made its first 
investment in January 1958 through December 31, 1974 
the Dow Jones Industrial Average has increased by 
38.4% while in the same period the net asset value per 
share of the Fund (including capital distributions 
but excluding income distributions) has increased 3.0 
times as much, or by 116.5% per share, and the year by 
year comparisons are shown in the following table: 

: American Dow Jones 
Period Ended Investors Fund Industrials 


Dec. 91, 19580... +33. +31.1% 
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13,120,301 shares in favor and 3,163,069 shares against 


DOG. SL LSS 9 i cs +16. 416.4% 
Dee. 31, 1960.5... ee -9.3% 
DOC. Shy LEG se ce : 418.7% 
Dec. 31), L962 0c. ‘ -10.8% 
DEC. Sh; L963 66 sis ‘ - 0% 
Dec. SL, 2964... ‘ . 6% 
Dee: Sly E96S vcs 93 
Dee. Sl, LEGG. 0). : -9% 
DOC) Sk EGET cies ‘ was 
Dec. 31, 1968...). i a8 
Cee. S31) 969%. 4,.. i may i, 
Dec. 32 LITO. .si4 , 8% 
BOC Fe VET balsas ‘ -1t% 
pF ARE ea i: Oe 2 ‘ - 6% 
Dees SE) VETS. 6% 


) 


CUS 30) DSTA aisieie 0%) 66 mosi, 
DAC. 2h, LIT ai -6%8 (1l2mosi. ) 
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27, doounents marked for identification 
at depositions taken to date in this action are 
authentic and true copies of the Originals and may be 
introduced into evidence subject to any relevancy 
objections. Copies of exhibits 1, 2, 3 and 15 rather 


than the original exhibits may be introduced into 


evidence, subject to any relevancy objections. Said 


dacuments are listed on Ex. A hereto. 


28. The deposition transcripts of each witness 
deposed herein may be introduced into evidence, with- 
out subscription, but with agreed errata changes 
suggested by counsel and subject to any valid 
objection ruled upon by the Court, all such objections 
having been reserved for trial. The persons deposed 
and the date of the depositions are set forth on 


Ex. B hereto. 


Dated: February , £975 


SO ORDERED 


Charles fi. Brieant, J. 
U.S.D.C. 


The foregoing is the Pre-Trial 
Order pursuant to Rule 16 F.R.C.P. 
prepared by the parties to this 


action. 


KREINDLER 


\ 


By 


ia 
Tom bal (Feb. ‘ie? 1975) 


& KREINOLES 


99 Park Avenue 


New York, 


Cc e~ 
New York aks 


ROGERS HOGE & HILLS 


a 
ny bd Ae (red. 23, 1975 


90 Park Avenue 


New York, 
Attorneys 


New York 10016 
for Defendants 


Deposition 
Exhibit No. 


i 
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EXHIBIT A 


Description 
AIF Prospectus dated April 30, 1973 


AIF Notice and Proxy Statement for AIF Annual 
Meeting of Sharcholders to be held uly La, 
1973 (This contains New Advisory Agreement 
and covered the AIF shareholder vote by which 
the Old Advisory Agreement was replaced by the 
New Advisory Agreement]. 


AIF 1972 Annual Report 


Executed Investment Advisory Agreement between 


- AIF and defendant Chestnutt Corporation. 


(The Old Advisory Contract). 


Minutes of Annual Meeting of AIF Shareholders 
ouly 18, 1972. 


Minutes of AIF Board of Directors Meeting May 21, 
2973s 


Fundscope Magazine May 1972 - pp. 117 and 118 
reflecting results of 206 funds 5 vear per- 
formance resvits January 1, 1967 to December 
31, 1971. 


Minutes of AIF Board of Directors Meeting June 5, 
1973. i 


Munutes of Annual Meeting of AIF Shareholders 
July 17, 1973. 


Executed Investment Advisory Contract between 
AIF and c2fendants Chestnutt Corporation. 
(The New Advisory Agreement]. 


Memorandum June 15, 1973 from Dovglas Cra, to File 
re SEC Comments on 1973 Proxy Statement. 


Letter dated June 21, 1973 AIF by Cram to SEC. 
AIF 1973 Annual Report. 

Handwritten notes with data on 21 ‘funds, 
{Statement at bottom beginning “Presared by 
Eugene Ulrich..." placed on exhibit for 
purposes of this litigation). 


A typed version of 14A and Prepared for this 
litigation. 


Director Semmes copy of Ex. 14A. [Ink changes 
at top done by Semmes]. 
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Statement of AIF Average Monthly Net Assets for 
1973 and AIF expenses for 1972 and 1973. 
{Prepared in response to plaintiffs! 
interrogatorics herein]. 


Chestnutt Corporation consolidated financial 
statement for December 31, 1972. 


Chestnutt Corporation consolidated financial 
statement for December 31, 1971. 


Chestnutt Corporation consolidated financial 
statement for December 31, 1970. 


Proof of June 1, 1973 AIF Notice and Proxy 
Statement for July 17, 1973 sharenolders' 
meeting. 

Letter dated June 5, 1973 SEC to Cram at AIF. 


June 1, 1973 Proof of Proxy Statement with Notes 


Letter dated April 9, 1974 from Currier to Lee 
with handwritten exhibit ated March 20, L973. 


AIF Semi-Annual Report June 30, 1974. 


Investment Company Institute Analyses and Mutual 
Fund Expense Ratios (Dated March Lid eee 


Bi 
' 
. . 


' 
of Cram. 
AIF Quarterly Report for March 31, 1974. 
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EXUIBIY B 
ee 


Date : j Deponent - 
reiiaraicud a“ 


6/4/74 George A. Cheséenutt, Jr. (Def.) 
17231773 George A. Chestnutt, Jr. (Def.) 
3/22/74 John Currier - Director of AIF 


3/22/74 Warren K. Greene - Director of AIF 


3/22/74 Eugene Arthur Ulrich - Director Of ATE 


3/29/74 Frank G. Fowler - Director of AIF 
6/4/74 William A. Semmes - Director of AIF 


1/15/75 Clendon H. Lee - Director of AIP 
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both arise out of thi safae basic trans- 
actions and orcurt enya. involve es- 
sentially the same optfative facts, and 
should—it is agreed—eventually be 
consolidated.! 


Each defendant (i. e, Mountain 
States in Case No. C-1-74-516, and C. 
C. Pack in Case No. C-1-75-71) origi- 
nally filed a separate motion to dis- 
miss or, in the alternative, to transfer 
(docs. 8 and 5, respectively). But sub- 
sequent submissions by defendants in 
support of the transfer issue were 
filed jointly—that is, a Single reply 
memorandum and a single supporting 
affidavit were submitted on behalf of 
both defendants. This was accom- 
plished by the simple expedient of a 
dual caption; and it was feasible since 
the issues were essentially the same in 
each case, the cases were appropriate 
for consolidation, and both defendants 
were represented by the same counsel. 
Plaintiff Artisan Development _re- 
Sponded to the two separate transfer 
motions by submitting a single, dual- 
captioned, memorandum contra (doc. 
10). It ia thus apparent that our Opin- 
ion and Order of May 30, 1975, should 
alSo have been addressed to Case No. 
C-1-75-71 and the transfer motion of 
defendant Pack. 


Accordingly, for reasons set out in 
our afcrementioned opinion and be- 
cause the ases are appropriate for con- 
Ssolidation, we conclude that Case No. 
C-1-75—-71 should also be transferred 
to the Eastern District of Tennessee, 
Northern Division, at Knoxville. Tennes- 
see, and it is so ordered. 


One further point regarding the 
above-mentioned cases should perhaps 
be clarified at this time. As noted 
earlier, motions to dismiss (for lack 
of jurisdiction and improper venue) 
were pending in both cases along with 
the alternative motions for transfer. 
Although the motions to dismiss were 
not orally argued, there were memos 


102 FEDERAL SUPPLEMENT 


pro and con. On the basis of thy 
authoritics cited in the plaintity, 
nemos, we think it clear that the me 
tions to dismiss were not well takes 
Thus, since we overlooked noting th, 
in the earlier opinion, we hereby 


den, 
the motions to dismiss. 


Mildred GALFAND, on behalf of herseiy 
and on behalf of American Inves. 
tors Fund, Inc., Plaintiff, 

v. 

George A. CHESTNUTT, Jr., and 
Chestnutt Corporation, 
Defendants, 
and 
American Investors Fund, Inc., 
Nominal Defendant, 


No. 73 Civ. 3849. 


United States District Court, 
S. D. New York. 


July 23, 1975. 


Supplemental Findings and Conclusions 
Nov. 10, 1975. 


Stockholder brought action agains! 
director of mutual fund and the fund’. 
investment advisor for judgment voidiny 
new investment advisory agreement in. 
creasing expense ratio limitation from 
1% to 144%. Defendants’ motion for 
change of venue was granted, 363 fF 
Supp. 296. The District Court, Brieaznt 
J., held that desire to improve advisor - 
profits was, perhaps not improper mot: 
vation of interested directors of mutu: 
fund, but to do so without full disclosur: 
and discussion of advisor’s financial! con- 
dition and the likelihood of a refunc tv 
fund coming due under balance 
agreed term of then-existing investment 
advisory agreement was inappropriat: 


1. Of course, the respective parties do not agree as to where the cases should be conxolidated 


\ 


ltteer tee Be SESS AKC Oe Omens ORAM ReE 


2S EIN | a ihe CRE BAO: MERU Nhe. 1: ORI 8 bs We Med masse ws 


and that 4 
ments, in} 
holder apf 
ory agrect 
ratio limit 
ault of 4 
ther the H 
cise hag 
or costs w 
Fund had|{ 
been in ef 


gre 
Judgnt 


t. Seeurithey 

A find 
statutory | 
advisor fut 
ment coms 
mation rew 
advisor dog 
lish a per 4 
Company 4 
render ing 
voidubdie at: 
behalf of tl 
vestment ¢ 
15(¢), 3ucf 
30a-15(c), : 


2 Securitics 
Purpos¢ 
tion againg 
breuch of ¢ 
compensatin 
fund mana;a 
the funds t¢ 
holders a rig 
duty, and 
which had { 
tracts were i 
in some stil 
disinterested 
must show re 
corporate i 
agement fers 
vestment Coe 
IS US.C.A, 4 


3 Securities } 

A violal 
ment that { 
and directoe 


| 


of herwit 
Invesw 


onciusiors 


ion agains 
the fund: 
ent voidir« 
ment i 
tation frie 
motion {f° 
d, 308 ¢ 
rt, Brican: 
e@ adviser: 
roper mot 
of mutts 
H disclos:: 
nancial ¢: 
a refund t 
balance 
investme!: 
appropri: 


ronnotiniates! 


GALFAND v. CHESTNUTT 


1319 


Cite an 402 F.Supp. 1318 (1975) 


ind that evidence established that state- 
aonts, in proxy materials seeking share- 
.ider approval of proposed new advis- 
ry agreement, that increase in expense 
.jtio limitation was proposed “as a re- 
walt of cost increases over which nei- 
mer the Fund nor the Adviser can exer- 
cise control,” and that “No higher fees 
ar costs would have been incurred by the 
Fund had the proposed new Agreement 
een in effect in 1972” were false and 
misleading. 
Judgment accordingly. 


1. Securities Regulation 215 
A finding of failure to comply with 
etatutory requirement that investment 
advisor furnish and directors of invest- 
ment company consider relevant infor- 
ation regarding fees and payments to 
advisor does not, standing alone, estab- 
lush a per se violation of the Investment 
Vompany Act and would not therefore 
render investment advisory contract 
soidable at instance of shareholder on 
iwhalf of the investment company. In- 
vestment Company Act of 1940, §§ 
13(e), 36(b), 47(b), 15 U.S.C.A. 88 
wa-15(c), 80a-35(b), 80a-—46(b). 


2. Securities Regulation 223 

Purpose of statute authorizing ac- 
tion against investment advisor for 
breach of fiduciary duty in respect to 
compensation was to make it clear that 
fund managers have a fiduciary duty to 
the funds they advise, to give share- 
holders a right to sue for breach of that 
duty, and to overrule decided cases 
which had held that if advisory con- 
tracts were ratified by shareholders, or 
in some states, approved by 4 vote of 
‘isinterested directors, shareholders 
must show mismanagement and waste of 
corporate assets before excessive man- 
asement fees could be recovered. In- 
vestment Company Act of 1940, § 36(b), 
15 US.C.A. § 80a-35(b). 


3. Securities Regulation 223 

A violation of statutory require- 
ment that investment advisor furnish 
and directors of investment company 


consider relevant information regarding 
fees and payments to advisor does not 
relieve courts of responsibility to evalu- 
ate all evidence before determining that 
there has been a breach of fiduciary 
duty. Investment Company Act of 1940, 
§ 15(c), 15 U.S.C.A. § 80a-15(c). 


4. Banks and Banking ©7314 

Directors of mutual fund held a po- 
sition of trust and confidence with re- 
spect to the fund's shareholders, and 
owed them the obligations commonly as- 
sociated with fiduciaries. Investment 
Company Act of 1940, § 36(b), 18 U.S. 
C.A. § 80a-35(b). 


5, Securities Regulation 215 

Issue of modification of investment 
advisory agreement to increase expense 
ratio limitation presented a clear con- 
flict of interest between mutual fund 
and its investment advisor, and such a 
transaction could be upheld only if, after 
subjecting it to rigid judicial scrutiny, 
it was found to be fair. Investment Com- 
pany Act of 1940, § 36(>), 15 U.S.C.A. 
§ 80a-35(b). oe 


6. Securities Regulation 215 

Seeing ifs profits dwindling as mu- 
tual fund’s assets declined, it was not 
surprising that investment advisor 
would want to eliminate future possibili- 
ty of a rebate to fund by increasing ex- 
pense ratio limitation provided for in 
investment advisory agreement, but eq- 
uity imposed a higher standard. Invest- 
ment Company Act of 1940, § 36(b), 15 
USS.C.A. § 80a-35(b). 


7. Securities Regulation 215 

Desire to improve investment advis- 
or’s profits was, perhaps, not improper 
motivation cf interested directors of mu- 
tual fund, but to do so without full dis- 
closure and discussion of advisor’s fi- 
nancial condition and the likelihood ofa 
refund to fund coming due under bal- 
ance of agreed term of then-existing in- 
vestment advisory agreement was inap- 
propriate; without this, it could not be 
said that, under all the circumstances, 
the contract was the result of arm's 
length negotiations. Investment Compa- 


ter Se te ane EN one NEM 


ere 6 ee ee 
a ARANETA i Seine 


A-44 


1320 402 FEDERAL SUPPLEMENT 


ny Act of 1940, §§ 10(d), 15, 36(b), 
47(b), 15 U.S.C.A. §$§ 80a-10(d), 80a- 
15, 80a-35(b), 80a-46(b). 


8. Securities Regulation >215 

Statutory requirements that invest- 
ment advisory contract contain a 60-day 
mutual cancellation clause and that a 
contract which has been in effect for a 
period of more than two years be ap- 
proved at least annually by board of di- 
rectors or by a vote of majority of 
Shareholders were intended to protect 
the parties from such eventualities as ir- 
reconciiable good-faith disputes, good- 
faith dissatisfaction with performance, 
dissolution of the fund, or withdrawal 
by the advisor from business, and were 
not intended to be used as a means by 
which to repudiate a valid unexpired 
agreement solely in self-interest of the 
advisor. Investment Company Act of 
1940, § 15(a)(2, 3), 15 U.S.C.A. § 80a- 
15(a) (2, 3). 


9. Contracts <=168 

In every contract there is an im- 
plied covenant that neither party shall 
do anything which will have the effect 
of destroying or injuring the right of 
the other party to receive the fruits of 
the contract, which means that in every 
contract there exists an implied covenant 
of good faith and fair dealing. 


10. Securities Regulation ©2215 

Although state law permitted par- 
ties to modify investment advisory con- 
tract without consideration if modifica- 
tion was in writing, in view of fiduciary 
telationship between mutual fund and 
its investment advisor, they could not do 
So except on reasonable grounds helieved 
in good faith to be mutually beneficial. 
Investment Company Act of 1940, §§ 
36(b), 47(b), 15 U.S.C.A. 88 80a-35(b), 
80a-46(b); General Obligations Law 
N.Y. § 5-1103. 


11. Securities Regulation C=59 
Responsibility for adequacy of 
Proxy materials is imposed upon those 
soliciting the sharcholders’ votes, and 
not upon government employces who 
perform what is basically a police func- 


tion. Securities Exchange Act of 1934, 
§ 14(a), 15 U.S.C.A. § 78n(a), 


12, Securities Regulation 49 

Director of mutual fund, in prepar- 
ing proxy statement in connection with 
proposed new investment advisory agree- 
ment, had duty to stand up to member 
of staff of SEC if his suggestions were 
without merit. 


13. Securities Regulation ¢* 14 

Evidence established that State- 
ments, in proxy materials seeking share- 
holder approval of Proposed new invest- 
ment advisory agreement, that increase 
in expense ratio limitation was Proposed 
“as a result of cost increases over which 
neither the Fund nor the Adviser can 
exercise control,” and that “No higher 
fees or costs would have been incurred 
by the Fund had the Proposed new 
Agreement been in effect in 1972” were 
false and misleading. Securities Ex- 
change Act of 1934, § 14(a), 15 US:C7A. 
§ 78n(a). 


li. Securities Regulation ©=51 

President and director of mutual 
fund, who was also owner of 47% of 
shares of fund’s investment advisory, 
breached Securities Exchange Act and 
rule promulgated thereunder by omitting 
to disclose in proxy solicitation that 
change in investment advisory contract 
to increase expense ratio limitation 
might result in a loss of a foreseeable 
rebate to the fund. Securities Exchange 
Act of 1934, § 14(a), 15 U.S.C.A. § 
78n(a). 


15, Federal Civil Procedure C=137 

To protect important public policies 
requiring that management of a corpo- 
ration be entrusted in first instance to 
the diserction of its directors, and pre- 
vent initiation and Maintenance of 
Strike suits brought solely to humiliate 
defendants and extract legal fecs, timely 
demands on directors followed by refusal 
are ordinarily a condition precedent to 
derivative litigation. Securities Ex- 
change Act of 1934, $ 14(a), 15 U.S.C.A. 
§ 78n(a); Investment Company Act of 
1940, § 20(a), 15 U.S.C.A. § 80a-20(a); 
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Fed.Rules Civ.Proc. rule 23.1, 28 U.S.C. 
A.; Business Corporation Law N.Y. § 
626(c). 


16. Federai Civil Procedure 187 

Fact that director of mutual fund 
and its investment advisor had resisted 
tenaciously and effectively stockholder’s 
attempt to enjoin stockholders’ meeting 
on proposed new investment advisory 
agreement increasing expense ratio limi- 
tation, their defense of the litigation, 
and fact that their own proxy statement 
and their own acts were brought directly 
in question by stockholder’s claims war- 
ranted finding that uny preliminary de- 
mand on the fund or its directors would 
have been futile and thus should be ex- 
cused as unnecessary. Securities Ex- 
change Act of 1934, § 14(a), 15 U.S.C.A. 
§ 78n(a); Investment Company Act of 
1940, § 20(a), 15 U.S.C.A. § 80a-20(a); 
Fed.Rules Civ.Proc. rule 23.1, 28 U.S.C. 
A.; Business Corporation Law N.Y. § 
626(c). 


17. Contracts =215(1) 

Where original investment advisory 
contract was dated “as of September 1, 
1972," and provided “This agreement 
shall remain in effect for a period of 
two years from date hereof. 

.," expiration date of con- 
tract was August 31, 1974, and not June 
“0, 1974, for purposes of application of 
1% expense ratio limitation therein in 
case in which it was determined that 
new contract, which increased such limi- 
tation, was void and unenforceable. 


18. Contracts ©°215(1) 

Investment advisory agreement 
which was drafted by competent attor- 
neys and which was not ambiguous 
would be construed as it was written in 
determining expiration date. 


19. Securities Regulation C22 

Federal court would not assume par- 
ties included gratuitous language in so 
vitol a section of investment advisory 
agrcement as advisory fee paragraph. 


0. Banks and Banking C315(1) 
Under advisory fee paragraph of 
agreement between mutual fund and its 
402 F Supp —83% 


investment advisor, first payment to ad- 
visor was not to be computed on basis of 
average net assct value of the fund for 
the month of September only, but on ba- 
sis of a figure representing an average 
of the net asset values for each of the 
three months in the quarter, July 1 
through September 30. 


21. Banks and Banking @315(1) 

Equity required that counsel fees 
paid or accrued by mutual fund as ex- 
penses for outside attornevs solely for 
purpose of stockholder’s derivative ac- 
tion brought to void new investment ad- 
visory agreement increasing expense ra- 
tio limitation to 144% should not be 
considered as expenses in applying 1% 
limitation in original agreement. 


_eennmtenrenrmnnsifisinnonennains 


Kreindler & Kreindler, New York 
City, for plaintiff. 

Rogers Hoge & Hills, New York City, 
for defendants. 


FINDINGS AND CONCLUSIONS 


BRIEANT, District Judge. 


This shareholder’s derivative action 
was commenced on July 6, 1973 in the 
United States. District Court for the 
Eastern District of Pennsylvania, seek- 
ing a preliminary injunction to restrain 
American Investors Fund from conduct- 
ing its annual shareholders meeting set 
for July 17, 1973. 

Plaintiff owns 86 whole shares of 
American Investors Fund, a New York 
corporation (“AIF” or the “Fund’’), an 
open-end no-load mutual fund registered 
under the Investment Company Act of 
1940 (15 U.S.C. § 80a~-1, et seq., the 
“Act’’). 

In addition to the Fund itself, defend- 
ants are Chestnutt Corporation, a Con- 
necticut corporation, which is AIF’s in- 
vestment adviser, and George A. Chest- 
nutt, Jr., President and Director of the 
Fund and President, Director and owner 
of 47% of the shares of the adviser. 
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This Court has subject matter juris- 
diction pursuant to 15 U.S.C. $ 80a- 
35(b). 

On July 11, 1973, the Honorable Ray- 
mond J. Broderick, United States Dis- 
trict Judge, Eastern District of Pennsyl- 
vania, held a hearing on plaintiff’s mo- 
tion for an injunction. On the same 
day, defendants moved to transfer the 
action to this Court, pursuant to 28 U. 
S.C. § 1404(b). On July 13, 1973, Judge 
Broderick denied plaintiff's motion for a 
preliminary injunction. {Decision re- 
ported at 363 F.Supp. 291 (E.D.Pa. 
1973)]. The evidence presented in sup- 
port of plaintiff’s motion was limited 
(see 363 F.Supp. p. 293): on the basis 
of the sparse record before him Judge 
Broderick held (363 F.Supp. p. 296): 

“The Court, therefore, concludes that 

the plaintiff has not established the 

first prerequisite for the issuance of a 


preliminary injunction—a reasonable: 


probability of eventual success on the 
merits.” 


Subsequently, Judge Broderick granted 
defendants’ motion for change of venue 
to this Court. [Decision reported at 363 
F.Supp. 296.] 


On June 21, 1973, proxy solicitation 
materials for the annual shareholders’ 
meeting on July 17, 1973 were mailed by 
management to AIF’s_ shareholders. 
Proxies were solicited and shareholder 
approval sought, inter alia, for a new 
contract between the Fund and its in- 
vestment adviser, Chestnutt Corpora- 


|. That statute reads in pertinent part as fol- 
lows: 
““(b) For the purposes of this subsection, the 
investment alviser of u regixtered invest- 
meat company shall be deen! to have a 
fiduciary duty with respect to the receipe 
of compensation for services, or of payments 
of a material nature, paid by such regin- 
tered investment company, or by the security 
holders thereof, to such investment adviser 
or any affiliated person of such investment 
adviser. An action may be brought under 
this subsection by a Necurity holil- 
er of such regixtered Investment company 
on behalf of such company, aguinst such 
investment udvixer, of any affiliated person 
of such investment adviner, or any other 
person enumerated in subsection (a) of this 


tion. The new contract was intended 
to replace a prior contract dated ay of 
September 1, 1972 (Ex. 4, hereinatter 
referred to as the “old agreement” 
which had not yet expired. The Fund 
and its adviser had an established 
custom and practice of executing two 
year agreements which were replaced 
annually, a year prior to the expiration 
date. 


The adviser’s fees were unchanged by 
the new agreement. The only change 
Proposed was an increase in the “ex. 
pense ratio limitation” from 1% to 
W4%. Under paragraph 9 of the old 
agreement, the adviser was required to 
reimburse the Fund, up to the amount 
of its fee for the year, to the extent cer. 
tain expenses, together with the fee, ex. 
ceeded 1% of the Fund’s average month. 
ly net assets (see paragraph 9, quoted in 
full, infra, p. 1331). 

Plaintiff claims Mr. Chestnutt influ- 
enced the other Fund directors improp- 
erly to have the expense ratio increased 
to 114%, and did so solely for the bene- 
fit of the adviser and contrary to the in- 
terests of the Fund, to forestall an an- 
ticipated rebate of the fee during the 
year 1973, all in violation of 15 U.S.C. N 
80a~35(b).1 


Plaintiff also claims defendants made 
false and misleading statements in the 
Proxy materials to obtain shareholder 
approval of the change, in violation otf 
15 U.S.C. § 80a-20(a) ? and Rule l4da-9? 
(17 C.F.R. § 240.14a-9]. 


section who has a fiduciary duty concerning 
such compensation or payments if 


15 U.S.C. § SOu-20(n) reads wa folluws: 

“It yhall be unlawful for aby person, by use 
of the mails or any means of Inetrumedntal 
ty of interstnte commerce or otherwise, t« 
solicit or to permit the use Of hin name 
to solicit any proxy or conxent or authorizes 
tion in respect of uny serurity. of which a 
registered investment compu in the insur 
iQ contravention o€ such rules and regula 
tioux ay the Comminsion may preserile as 
Reeexsary of upproprinte in the publie in 
terent or for the protection of invextur.” 


Rule I4a-9 reuds as follows: 
“(a) No solicitation subject to thie regula 
tion shall be made by means of any prox) 
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The proxy materials (Ex. 1) state 
that the expense ratio limitation in- 
crease was sought because of rising 
costs, which neither the Fund nor its ad- 
viser could control. Plaintiff claims this 
is false. The proxy materials also state 
that no rebate would have been due the 
Fund had the 144% expense ration ''mi- 
tation been in effect in 1972. Plaintiff 
claims this statement is incomplete and 
misleading. With the market value of 
net assets declining and an expense ratio 
limitation of 1% of the Fund’s net asset 
value, the Fund most likely would have 
been entitled to a refund of a portion of 
the adviser’s fees for 1973. Plaintiff 
contends the shareholders should have 
teen told a change to a 114% limitation 
would result in a loss of that foreseeable 
refund. 


The AIF annual meeting was held as 
scheduled on July 17, 1973 and the pro- 
posed new contract (Ex. 1) was ap- 
proved by the Fund’s shareholders. 


On July 25, 1974, this Court granted 
defendants’ motion to dismiss, as moot, 
the original complaint seeking equitable 
relief. Leave to file an amended com- 
plaint was granted plaintiff upon post- 
ing a $1,000.00 bond, pursuant to Local 
Rule 2 of the Civil Rules of this Court. 
Bond was posted, and an amended com- 
plaint was filed on August 14, 1974. 
The amended complaint makes the same 
allegations and seeks judgment voiding 
the new advisory agreement, requiring 
defendants to account for and pay over 


statement, form of proxy, notice of mecting 
oe other communicntion, written or oral, 
containing any statement which, at the 
me and in the light of the circumstances 
uuader which it is made, is fulse or misxlend- 
ing with respect to any material fact neces- 
nary in order to make the statements thereia 
tet false or mixleading or necessary to cor- 
Peet any statement in any eurlier com: 
tnuniention with rexpeet to the solicitation 
oa proxy for the same meeting or subject 


inatter which has become fulse oe mixlesd- 
ing.” 
4 The Investment Advisory Agreement lists 
the items of expense ax follows (Fix. 2, p. 17): 
‘t. The Tuventmeut Adviser shall furnish 


to AIF any rebate which would have 
been due had the expense ratio limita- 
tion of 1% remained in effect for 1973. 


Trial of this acvion commenced on 
February 18, 1975 before the Court 
without a jury. 


Factual Background of the Dispute. 


AIF was formed by George Chestnutt 
in 1957. Since its inception, Chestnutt 
Corporation or its predecessors (all con- 
trolled by Mr. Chestnutt) served as ad- 
viser to the Fund, providing research 
and guidance in the administration of 
the Fund’s assets, office space, and re- 
lated office expenses, executive salaries 
and promotional costs.4 

Mr. Chestnutt was one of the first in- 
vestment advisers to develop a theory of 
investment strategy based on keeping 
complex statistical records or charts 
showing historical price and volume 
fluctuations, and relative performance of 
individual stocks and stocks of selected 
industry groups. Since 1946, Mr. Chest- 
nutt has edited and published a weekly 
technical stock market letter, “American 
Investors Service.” 


Mr. Chestnutt and many respected 
investors believe that market trends can 
be predicted by analysis of statistics and 
charts showing trends with respect to 
price fluctuations of individual stocks, 
stocks in industry groups, and the stock 
market in general. Chestnutt Corpora- 
tion furnishes the Fund with “continu- 
ing analysis of the action of over 1,000 
issues by means of daily charts supple- 


to [the Fund] such office xpnce as may be 
necessary for the suituble conduct of the 
{Fund's} business und all necessary light, 
heat, telephone service, offiee equipment und 
stationery and stenogruphis. clecical, niuil- 
ing and messenger yervice in counection with 
such office: and pay the salaries of all 
of the Fund's executives, and pay ull promo- 
tional, travel, andl entertaining expenses re- 
lating to Fund sales.” 

According to ALF’s prospectus (Fix. 1, p. 3): 
“The Fund pays brokerage, Crans- 
fer agent fees, costa relnting to reports to 
shareholilern, auditing and legal fees, cus- 
todian fcen, regintration nad filing fees, and 
taxes, and membership fees of the Invest: 
ment Company Inatitute.” 
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mented by a weekly computer analysis of 
relative market performance,” and corre- 
lations of “economic findings with tech- 
nical studies in the fields of money, 
credit availability and banking statis- 
tics.” Cex, :1,:p..4); 

The Fund was organized on the theory 
that, unlike other funds, it would pro- 
vide an opportunity to participate in a 
portfolio administered in accordance 
with the general theories expounded by 
the Chartists, and Mr. Chestnutt’s theo- 
ries in particular. This method or prac- 
tice required extensive administrative 
overhead. At one time, Chestnutt Cor- 
poration employed 110 people to admin- 
ister this Fund and its other accounts. 
By the end of 1974, the staff had been 
cut to approximately 37. (Tr. p. 69). 


The preparation of charts and com- 
puter analyses makes the service pro- 
vided by Chestnutt Corporation expen- 
sive, but the Fund’s shares were sold 
and bought upon the representation that 
this unique investment strategy would 
be pursued by the Fund’s manager. Al- 
though Chestnutt’s methods may not 
have been particularly successful in re- 
cent years, they remain respectable, and 
enjoy acceptance among knowledgeable 
investors. 

As an open-end no-load investment 
company, the Fund may have a board of 
directers “all the members of which, ex- 
cept one, are interested persons of the 
investment adviser” [15 1'.S.C. § 80a- 
10(d)]. At the time of the events in 
suit, AIF’s board consisted of eight 
members, three of whom were not “in- 
terested persons”. The other five, includ- 
ing Mr. Chestnutt, were all affiliated in 
some fashion with Chestnut, Corpora- 
tion. 

Each contract between the Fund and 
the adviser was for a term of two years, 
but was submitted to the shareholders 
for approval annually as is required by 
the Act, and its terms were in compli- 
ance with the Act (15 U.S.C. § 80a~-15). 


S$. See Ex. 7. showing that for the five-year 
period January 1, 1007 to December 31, 1971, 
the Fund was last in “performame” of a 
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The annual fee received by Chestnut: 
Corporation was computed as a percent. 
age of the net assets of the Fund. 


The 1% expense ratio limitation was 
added to the contract renewed some 
years prior to the events in suit at the 
instance of state regulatory commissions. 
notably in California, where the Fund 
sold shares. 

The investment performance of the 
Fund over the years had been relatively 
unsuccessful compared with other 
funds.5 Fund assets had declined in 
market value from $220,000,000.00 in 
September 1972 to less than $150,. 
000,000.00 in May 1973. Expenses 
had been increasing due primarily to in- 


fiation. In 1970 the Fund instituted a 
minimum investment requirement of 
$400.00. Prior thereto, it had required 


no minimum investment. As a conse- 
quence, it had a large proportion of 
small accounts, and thus its administra- 
tive expenses of the sort which are di- 
rectly related to the number of accounts 
(shareholders) were high, compared 
with funds which had few small share- 
holders. 


Violation of Fiduciary Duty. 


In 1972 and early 1973, AIF, like oth- 
er funds, was suffering from a decline 
in the total market value of its assets. 
caused by sharcholder redemptions and a 
general (lrop in market prices of securi- 
ties. In May 1973, it appeared likely 
that unfavorable market conditions 
would continue, and the adviser’s total 
fee would therefore decline with the as- 
set value of the Fund. It also appeared 
likely that expenses of the Fund would 
increase with the foreseeable result that 
Chestnutt Corporation would then be re- 
quired to refund some part of its fee to 
the Fund in compliance with the 1% ex- 
pense ratio limitation contained in the 
advisory contract dated September 1. 
1972 then in effect. Mr. Chestnutt 
thought this eventuality likely within 4 
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year or two (Deposition of George 
Chestnutt, June 4, 1974, p. 14). 

The Board of Directors of AIF had 
frequently considered its rising expenses 
nut had never considered increasing the 
expense ratio limitation until the matter 
was brought up by Mr. Cliestnutt at a 
hoard meeting on May 21, 1973. 
Messrs. Cram and Lee, attorneys for the 
Fund and for Chestnutt Corporation 
were asked to make inquiries of those 
securities commissioners of the states 
requiring an expense ratio limitation, 
and to report to the board at its next 
meeting. 

At the next meeting of the board on 
June 5, 1973, the proposed increase was 
approved, to be implemented in a new 
contract to be submitted at the July 
mveting, and dated as of September 1, 
1973. Eugene Ulrich, a disinterested 
director of the Fund distributed to the 
directors on June 5th a table (Ex. 14) 
listing twenty funds having assets over 
$100,000,000.00, their number of share- 
holders, turnover rate, percent of ex- 
nenses, and management fees. This tab- 
ulation submitted by Ulrich was the only 
information the directors had before 
them when they were discussing the ad- 
visability of increasing the expense ra- 
tio. No further information was re- 
quested by the directors and none was 
offered by Chestnutt Corporation. 

Mr. Ulrich’s initiative in furnishing 
this information is insufficient to fulfill 
the requirements of 15 U.S.C. § 80a- 
15fe): 


It shall be the duty of the 
directors of a registered investment 
company to request and evaluate, and 
the duty of an investment adviser to 
such company to furnish, such infor- 
mation as may reasonably be neces- 
sary to evaluate the terms of any con- 
tract whereby a person undertakes 
regularly to serve or act as investment 
adviser of such company.” 


{1] Plaintiff contends that a finding 
of failure to comply with this section, 
standing alone, establishes a per se vio- 


lation of the Act, and therefore the ad- 
visory contract is voidable at her in- 
stance on behalf of the Fund, pursuant 
to 15 U.S.C. § 80a-46(b): 


“Every contract made in violation of 
any provision of this subchapter 
: shall be void (1) as regards 
the rights of any person who, in viola- 
tion of any such provision . . .- 
shall have made or engaged in the 
performance of any such contract 


(2] The legislative history of the 1970 
amendments to the Act does not sup- 
port such a conclusion. One of the most 
important additions to the Act made in 
1970 was the section under which plain- 
tiff sues, 15 U.S.C. § 80a-35(b). The 
purpose of that section was to make it 
clear that fund managers have a fiduci- 
ary duty to the funds they advise; to 
give shareholders a right to sue for 
breach of that duty; and to overrule de- 
cided cases which had held that if advis- 
ory contracts were ratified by the share- 
holders, or in some states. approved hy a 
vote of disinterested directors, share- 
holders must show mismanagement and 
waste of corporate assets before exces- 
give management fees could be re- 
covered. (See e. g., Saxe v. Brady, 40 
Del.Ch. 474, 184 A.2d 602 (1962); Met- 
selman v. Eberstadt, 39 Del.Ch. 563, 170 
A.2d 720 (1961)}]. Such a rule was con- 
sidered unduly restrictive in the mutual 
fund industry where the fund and its 
adviser are closely related and arm’s 
length bargaining is norrelly absent. 

“Thus, upon a challenge in court to 

compensation or payments, the ulti- 

mate test, even if the compensation or 
payments are approved by the direc- 
tors and stockholders, will not be 
whether it involves a ‘waste’ of corpo- 
rate assets but will be whether the in- 
vestment adviser has fulfilled his fi- 
duciary duty to the mutual fund 
shareholders in determining the fee.” 

3 U.S.Code Cong. & Admin.News 1970, 

p. 4910, Senate Report No. 91-184. 

Among the factors the Court ‘may 
wish to consider” in determining wheth- 


A-50 


1326 402 FEDERAL SUPPLEMENT 


er the adviser has fulfilled his fiduciary 
duty to the fund is “whether the deliber- 
ations of the directors were a matter of 
substance or a mere formality,” and it 
was in an attempt “to assist the direc- 
tors in discharging their duties” that 
Congress added to 15 U.S.C. § 80a-15(c) 
the requirement that the adviser fur- 
nish, and the directors consider, relevant 
information regarding fees and pay- 
ments to the adviser (3 U.S.Code Cong. 
& Admin.News 1970, p. 4910). 


(3] There is no indication whatever 
in the statute or the legislative history 
that a violation of § 80a-15(c) was in- 
tended to relieve the courts of responsi- 
bility to evaluate all the evidence before 
determining whether there has been a 
breach of fiduciary duty. Were it oth- 
erwise, there would be no need for the 
statement (3 U.S.Code Cong. & Admin. 
News 1970, p. 4910): 


“The section makes it explicit that the 

plaintiff has the burden of 
proving to the satisfaction of the 
court that the defendant has commit- 
ted a breach of fiduciary duty.” 


- Such an interpretation of § 80a-15(c) 
would also make the following sections 
of § 80a-35(b) meaningless surplusage 
if all that must be shown is a failure to 
supply and consider information relevant 
to the fee, or other advantages to the 
adviser: 
“(1) It shall not be necessary to al- 
lege or prove that any defendant en- 
gaged in personal misconduct, and the 
plaintiff shall have the burden of 
proving a breach of fiduciary duty. 
(2) In any such action approval by 
the board of directors of such invest- 
ment company of such compensation or 
payments, or of contracts or other ar- 
rangements providing for such com- 
pensation or payments, and ratifica- 
tion or approval of such compensation 
or payments, or of contracts or other 
arrangements providing for such com- 
pensation or payments, by the share- 
holders of such investment company, 


shall be given such consideration hy 
the court as is deemed appropriate un. 
der all the circumstances.” 
Clearly, a court is not “authorized 
‘ to substitute its business judy 
ment for that of the mutual fund's 
board of directors in the area of man 
agement fees” but is “authorize/d. 
: to determine whether the in 
vestment adviser has committed a 
breach of fiduciary duty in determining 
or receiving the fee.” 3 U.S.Code Cong 
& Admin.News, 1970, p. 4902. In doing 
so, the Court must exercise its tradition. 
al function of considering all the ev:- 
dence in finding whether or not there 
has been a breach of fiduciary duty. 
None of the Fund’s directors, interest- 
ed or otherwise, objected to the in. 
creased expense ratio on the ground that 
the Fund might be losing the advantage 
of a possible rebate during the unex- 
pired term of the contract then in cf- 
fect. Nor was it pointed out by Mr 
Chestnutt that a rebate would probabiy 
be due for 1973. Apparently all that 
was considered was the disadvantage of 
the existing limitation to the adviser 
The disinterested directors gave only the 
most cursory attention to the expen 
ratio increase, never considered opposins 
Mr. Chestnutt’s suggestion or asking for 
further information regarding Chestnut! 
Corporation’s finances. Mr. Frank G. 
Fowler, who had no connection with 
Chestnutt Corporation, became 4 direv- 
tor of AIF in 1962. He testified (Depe 
sition of March 29, 1974, pps. 19-207" 
“CG At the time. the voting for the 
new advisory agreement took place. 
did you believe that you were giving 
up some advantage that the fund 
had? 
A No. 


Q Did-you believe you were obtain: 
ing some advantage for the fund be: 
fore voting for the new agreement 


A. I’msure I must have felt that. 


Q What did you understand the ad 
vantage of the fund to be of having 
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one and a half pe. ‘ent expense limita- 
tion instead of a one percent expense 
limitation? 
A Well, the advisor cannot operate 
at a loss, and judiciously, it appeared 
that he needed more compensation to 
actively perform his duties as an ad- 
visor to the fund. 
Q Was it your understanding that 
prior to June '73 that the advisor was 
operating at a loss? 

s e a € s 2 
A I believe he was approaching it. 
Q Did Mr. Chestnutt present any fi- 
nancial or income statements of Chest- 
nutt Corporation, or did he just make 
a representation? 
A 1 believe that he did, but that I 
can’t recall for sure. 

we me s s s s 


Q At any time during your time as a 

director of the fund, was there ever a 

discussion about obtaining a new ad- 

visor for the fund? 

A I don’t recall any.” 

Mr. Ulrich testified that the particu- 
lar type of investment advice supplied 
by Chestnutt Corporation was “very 
unique” and unavailable from any other 
adviser. Therefore he never considered 
changing advisers because “if I were to 

change the type of advice 

I would be going counter to 
the desires of the stockholders when 
they made the initial decision to buy the 
stock.” (Tr. p. 87). See discussion, su- 
pra, p. 1323, concerning the special na- 
ture of Chestnutt’s advice. This opinion 
was shared by the other disinterested di- 
rectors. The importance the non-affiliat- 
ed directors placed on retaining Chestnutt 
Corporation as investment adviser ap- 
parently made them susceptible to Mr. 
Chestnutt’s suggestion at the May 21, 
1973 board meeting that if the expense 
tatio were not increased ( Deposition of 
George Chestnutt, July 11, 1973, p. 32): 


“inevitably, with the inflation rate out 
of control, expenses were going up 
and if contrarily the market kept 
going down it would be inevitable that 


somewhere down the road, if things 
didn’t change, that it would reach the 
unfair proportions of perhaps bank- 
rupting the adviser, or causing the ad- 
viser to have to completely get out of 
the business; that there was a very 
strong possibility that way down the 
line something like that could happen, 

and that I felt that the expense limi- 

tatiou was unfair. és 
However, none of the directors made 
any attempt to determine whether 
Chestnutt Corporation was in financial 
difficulty, or intended, absent the modi- 
fication, to withdraw as adviser. The 
consolidated balance sheet of Chestnutt 
Corporation as of December 31, 1972 
had been mailed to AIF directors on 
April 27, 1973. That company’s total 
current assets on December 31, 1972 
were $759,564.90. (Ex. 2,p.11). 

Mr. Chestnutt did not submit any 
more recent financial data to the Fund’s 
board. A draft of the proxy materials 
was received by the direc rs before the 
This also 


next meeting on June 5, 197s. 
contained the 1972 balance sheet of 
Chestnutt Corporation. 


Chestnutt Corporation had substantial 


assets, and Mr. Chestnutt himself did 
not consider his company to be in any 
imminent danger of bankruptcy: “it 
was only the possibility of future trou- 
ble that was worrying me. .. 

It was the fact that this is the sort of 
thing that if you don’t plan ahead, you 
are dead and I didn’t want to be dead.” 
(Deposition of George Chestnutt, June 
4, 1974, p. 17). 

In fact, Chestnutt Corporation’s in- 
come had been decreasing but was still 
substantial. Fees from AIF for the 
first quarter of 1972 were $303,680.47; 
for the first quarter of 1973 they were 
$284,457.94. Mr. Chestnutt’s salary 
from Chestnutt Corporation at its high- 
est point in 1968 or 1969 was approxi- 
mately $120,000.00 per year, but dropped 
to approximately $79,000.00 in 1972 and 
1973. (Tr. p. 61). 

Whiie the financial stability of its ad- 
viser is a matter of legitimate concern 
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to the Fund, there is no evidence any of 
the directors questioned Mr. Chestnutt’s 
statements or attempted to verify their 
significance. Their only concern ap- 
pears to have been that expenses were 
rising and thereupon they made the de- 
cision, in effect, that the Fund, rather 
than the adviser should bear the burden 
of the increase. 


'4] The directors of the Fund held a 
pesition of trust and confidence with re- 
Spert to the Fund’s shareholders, and 
owed them the obligations commonly as- 
sociated with fiduciaries. § &9a-35(b) 
explicitiy imposed upon Chestnutt Cor- 
poration the standard traditionally ap- 
plied to persons in a fiduciary position, 
and directors of AIF knew or should 
have known that this is the standard by 
which their official acts would be mea- 
sured. 

The increase effective September 1, 
1973 from 1% to 114% in the expense 
ratio limitation was obviously beneficial 
to Chestnutt Corporation. Nothing in 
the record indicates any benefit flowing 
to the Fund from such increase. Mr. 
Chestnutt’s claim that unless the in- 
crease were approved, Chestnutt Corpo- 
ration’s continued existence and capacity 
to function as adviser to the Fund would 
be threatened, is unsupported. 


{5] The issue of contract modifica- 
tion presented a clear conflict of interest 
between the Fund and Chestnutt Corpo- 
ration. Such transactions will be upheld 
only if, after subjecting them to rigid 
judicial scrutiny, they are found to be 
fair. Pepper v. Litton, 308 U.S. 295, 60 
S.Ct. 238, 84 L.Ed. 281 (1939); United 
Hotels v. Mealey, 147 F.2d 816 (2d Cir. 
1945); Securities Comm. v. Chenery 
Corp., 318 U.S. 80, 85, 63 S.Ct. 454, 87 
L.Ed. 626 (1942). 


(6) Seeing its profits dwindling as 
the Fund’s assets declined, it is not sur- 
prising that Chestnutt Corporation 
should want to eliminate the future pos- 
sibility of a rebate to the Fund, but eq- 
uity imposes a higher standard. Mein- 
hard v. Salmon, 249 N.Y. 458, 464, 164 


402 FEDERAL SUPPLEMENT 


N.E. 545, 546 (1928): Rosenfeld , 
Black, 445 F.2d 1337, 1343-44 (2d Ci; 
1971). 


(7] In Rosenfeld, supra, the Conrt 
held the investment adviser to a mutu:.: 
fund breached its fiduciary duty by rex}. 
izing a profit in connection with the ap. 
pointment of a new adviser, and that th.. 
applicable standard of fiduciary duty wa. 
a matter of federal law incorpora:. 
ing wherever appropriate equitable saf,. 
guards long known to the common Iay. 
as had been held in Brown v. Bulloci. 
294 F.2d 415 (2d Cir. 1961). The Cour 
noted that (Rosenfeld, supra, at 1345); 

“When Congress, in § 15(a), required 

shareholder approval of any new ad- 

visory contract, it must have meant an 
approval uninfluenced by any improp- 
er motivations on the part of the out- 
going adviser-fiduciary.” 
The same may be said in this case. The 
desire to improve Chestnutt Corpora- 
tion’s profits was, perhaps, not “improp- 
er motivation” of the interested dircc- 
tors here, but to do so without full dis- 
closure and discussion of Chestnutt’s fi- 
nancial condition and the likelihood of a 
refund to AIF coming due under the 
balance of the agreed term of the then 
existing contract, was inappropriate 
Without this, it cannot be said that, un- 
der all the circumstances, the contract 
was the result of arm’s length negotia- 
tions. Pepper v. Litton, supra. 


(8,9] AIF’s board was presented 
with the suggestion that its adviser 
faced insolvency, which is patently un- 
true on the record before this Court, and 
the right of the Fund to have the 1% 
limitation apply in the second year of 
the old agreement was surrendered. It 
ig no answer to say there was a 60-day 
mutual cancellation clause and the con- 
tract was submitted to the shareholders 
each year. These are requirements of 
the Act (15 U.S.C. $ 80a-15(a)(2) and 
(3)] and were intended to protect the 
parties from such eventualities as irrec: 
oncilable good faith disputes, good faith 
dissatisfaction with performance, dissv- 
lution of the Fund, or withdrawal by the 
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adviser from business. It was not in- 
tended to be used as a means by which 
to repudiate a valid unexpired agree- 
ment solely in the self-interest of the ad- 
viser, since: 
“‘in every contract there is an implied 
covenant that neither party shall do 
anything which will have the effect of 
destroying or injuring the right of 
the other party to receive the fruits of 
the contract, which means that in ev- 
ery contract there exists an implied 
covenant of good faith and fair deal- 
ing,’ Kirke La Shelle Co. v. Paul Arm- 
strong Co., 263 N.Y. 79, 87, 188 N.E. 
i63, 167 (1933).” VTR, Inc. v. Good- 
year Tire & Rubber Co., 303 F.Supp. 
773, 711 (S.D.N.Y.1969). 


See also 3 Corbin, Contracts, § 568, pp. 
331-334 (1960). 


{10] New York law permits parties 
to modify a contract without considera- 
tion, if the modification is in writing 
(Gen.ObLLaw. §*5-1103, McKinney’s 
Consol.Laws, c. 24-A), but the parties 
here, because of the fiduciary relation- 
ship, could not do so except on reason- 
able grounds believed in good faith to be 
mutually beneficial. Under these circum- 
stances it borders on fraud to suggest 
that the adviser was faced with insol- 
vency during the period for which it had 
agreed to the 1% limitation. A differ- 
ent situation may exist with respect to 
the subsequent year. 


The new contract ratified by AIF 
shareholders on July 18, 1973 must be 
considered a modification of the earlier 
contract as to the year September 1, 
1973 to August 31, 1974 inclusive. 


In accordance with 15 U.S.C. § 80a- 
46, I find that the modification is void 


6. Effective September 1, 1974, still another 
contract was entered into between the Fund 
aml its adviner. This contract was entified 
at a shareholders’ meeting held ia July, 1974. 
The validity and effeet of this contract and 
the proxy statement used in connection with 
the wharehollens’ meeting at which it wus 
ratified are not in issue in this cuse, 


7. ‘The same staff member apparently attempt: 
ed to induce the Fuud to inform its share- 
402 F.Supp.——04 


and unenforceable against the Fund. 
Plaintiff is entitled for this reason 
alone, to recover damages on behalf of 
AIF in the amount by which expenses 
exceeded the 1% expense ratio limita- 
tion set forth in the original contract 
during its original term.® 


Prory Rule Violation. 


We now turn to the proxy materials 
mailed on June 21, 1973. The state- 
ments in the proxy materials claimed to 
be false or misleading are: (1) that the 
increase in the expense ratio limitation 
was proposed “as a result of cost in- 
creases over which neither the Fund nor 
the Adviser can exercise control,” and 
(2) that “No higher fees or costs would 
have been incurred by the Fund had the 
proposed new Agreement been in effect 
in 1972." (Ex. 2, p. 6). 


[11,12] We observe preliminarily 
that the second statement quoted above 
and claimed to be misleading was added 
to the draft of the proxy solicitation ma- 
terials at the instance of a member of 
the staff of the SEC in Washington, D. 
C., assigned to examine the proxy state- 
ment. (Ex. 11). Under the circum- 
stances of this case, it is no defense to 
show that those filing the proxy state- 
ment were motivated by loose talk on 
the part of a government employee. 
Responsibility for the adequacy of proxy 
materials is imposed upon those solicit- 
ing the shareholders’ votes, and not upon 
government employees who perform 
what is basically a police function. De- 
fendants had the duty to stand up to the 
staff member if his suggestions were 
without merit. Indeed, they did so vig- 
orously and successfully with regard to 
at least one other suggestion.’ 


holders that it paid higher fees to its Adviser 
than moat other funds. This attempt waa 
rejected by defendants’ counsel, See Ex. 11 
and Tr. p. 0, ef seq. A memorandum dated 
June 15, 1973 (fx. 11) written by Douglas 
Crain, an attorney employed by Chestnutt 
Corporation, states that “They (the SEC 
staff] were basing thin statement solely on 
the rate on the first $0 million (of axsetx|— 
and not on any actual calculation of the ef- 
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Plaintiff also complains of a failure to 
accede to a request made by the SEC 
staff to insert a statement in the proxy 
materials to the effect that the Fund's 
fees were higher than those paid by sim- 
jlar funds, and a failure to advise the 
Fund’s non-affiliated directors of the 
SEC’s request and of the fact that the 
fees were high. As to these complaints 
the Court finds no merit in plaintiff's 
contentions.® 


{13] I find that the statements quot- 
ed above are false and misleading. The 
proposed increase in the expense ratio 
was not the “result of cost increases 
over which the Fund nor the Adviser 
can exercise control,” but was pri- 
marily the result of the decreasing net 
asset value of the Fund. The statement 
that “No higher fees or costs would 
have been incurred by the Fund had the 
proposed new Agreement been in effect 
in 1972” (Bx. 2, p. 6) represents a mis- 
leading half-truth and omission in that 
it fails to disclose that if the old agree- 
ment had remained in effect for its 
unexpired term, 4 refund would have 
been due the Fund in 1973. 

The paragraph in its entirety is as 
follows (emphasis added) : 

“Ags a result of cost increases over 

which nether the Fund nor the Advts- 

er can exercise control, the Fund and 
the Adviser have determined that the 

1% annual expense ratio limitation in 

the current Investment Advisory 

Agreement shall be increased to 

14%. No increase in the fees paid 

or payable to the Adviser is proposed. 


fective [overall] rate on current levelx of 
(total] assets.” 

Mr. Cram stated that he knew of uo stuly 
of the effective rates charged other funds, and 
requested that the SEC suggest such a stuly 
to him. The SEC apparently made no such 
suggestion, anvil the matter was dropped. 

The feex paid Chestnurt Corporation are 
computed on a decreasing scule, us follows : 

B of 1% on the first $70 million 

8 of 1% on the next $50 million 

4 of 1% on the next $200 million 

35 of 1% on the next $200 nullion 

3 of 1% of nei assets 10 excenm of $100 

millioa. 
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The aggregate of annual operating 
costs. including the fee of the Adviser, 
will be !imited to WA% of average 
monthly net assets in the contract. 
Heretofore, the Advisory Contract re- 
quired the Adviser to reimburse the 
Fund to the extent that total annual 
expenses (exclusive of interest and 
taxes) exceeded 1% of average month- 
ly net assets. Under the new agree- 
ment, no reimbursement from the Ad- 
viser would be required unless and un- 
til total annual expenses of the Fund 
(again, excluding interest and taxes) 
exceeded 114% of average monthly 
net assets. The Investment Advisory 
fee schedule would not be changed un- 
der the new agreement: however, the 
higher allowable expense ratio limita- 
tion would benefit the Adviser by re- 
ducing the risk that some or all of the 
advisory fee would have to be reim- 
bursed to the Fund due to an increase 
in rates for other expenses or changes 
in the average account size of Ameri- 
can Investors Fund shareholders. Nv 
higher fees or costs would have been 
incurred by the Fund had the pro- 
posed new Agreement been in effect 
in 1972.” 


With regard to the first statement ital- 
icized above, the shareholders should 
have been told it was the combination of 
decreasing net asset value and increas- 
ing expenses which resulted in a “risk” 
that the adviser would have to reim- 
burse the Fund. The paragraph as 4 
whole, particularly with the addition of 
the last sentence, is misleading. That 4 


The effective overall rite obviously depends 
on the current net axset value of the Fund 
Exhibit 14 shows that the advisory fees paul 
by 14 of the 21 funds linted with rites tee 
ginning at. of 1% nod then Looreuntis 
could under no cireumatances exceed the fers 
paid by AIP. With its assets af appre) 
mately $150,000,000,00 0 in mid 197, the ef 
fective rate ATF paid Cheatnutt Corporation 
was 0%. 18 WS, however, with net assel 
at $220,000,000.00, the rate would linve bert 
lower, 


8. Nee footnote 10 hereof, 
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refund might be due in 1973 if the old 
contract remained in effect for the bal- 
ance of its agreed term of two years was 
material “in the sense that a reasonable 
investor might have considered (it) im- 
yortant,” Affiliated Ute Citizens v. 
United States, 406 U.S. 128, 153-54, 92 
S.Ct. 1456, 1472, 31 L.Ed.2d 741 (1972); 
Mills v. Electric Auto-Lite, 396 U.S. 375, 
99 S.Ct. 616, 24 L.Ed.2d 593 (1970); 
Schlick v. Penn-Dizie Cement Corpora- 
tion, 507 F.2d 374 (2d Cir. 1974), in de- 
ciding whether to vote in favor of ratifi- 
cation of the proposed new advisory con- 
tract. 

The quoted paragraph gives no indica- 
tion whatever that a refund was ever 
even a remote possibility, under any 
lixely set of foreseeable circumstances, 
including rejection of the proposed new 
agreement. In this regard, it was mis- 
leading, and false. There is no doubt 
that Mr. Chestnutt and the other inter- 
ested directors thought a rebate was 
likely, © they would not have sought an 
increase in the expense ratio. The im- 
portance they attached to this likelihood 
is “a major factor in determining 
whether (it; was a material fact.” Se- 
curities and Exchange Commission v. 
Trras Gulf Sulphur Co., 401 F.2d 833, 
SSL (2d Cir. 1968). 


fl4] The Court finds defendants 
'reached the provisions of § 14(a) of 
the Securities Exchange Act [15 U.S.C. 
\ 78n(a)) and Rule 14a-9 promulgated 
‘hereunder, by omitting to disclose in 
the June 21, 1973 proxy solicitation that 
‘hy change in the advisory contract 
Meht result in loss of a foreseeable re- 
hate to the Fund in the period Septem- 
'wr 1, 1973 through August 31, 1974. 
Ry the terms of § 20(a) of the Invest- 
‘ent Conipany Act (15 U.S.C. § 80a- 
“"a)), a violation of § 14(a) of the Se- 
‘urtties Exchange Act is also a violation 
{ § 20(a) (Monheit v. Carter, 76 F. 
“app. 334, 340 (S.D.N.Y.1974)]. There- 
ture, Pursuant to 15 U.S.C. $ 80a-46, 
hts violation of § 20(a) of the Act also 
fenders the new contract void and unen- 
freeable against the "und, inyofar as 


concerns the increase in the expense ra- 
tio limitation. 


Demand Requirement of Rule 23.1, F.R. 
Civ.P. 


{15,16} Defendants suggest plain- 
tiff may not prevail because of failure 
to make « timely demand on the direc- 
tors. See Rule 23.1 F.R.Civ.?.; New 
York Bus.Corp.Law § 626(c), Me- 
Kinney’s Consol.Laws, c. 4. Important 
public policies require that the manage- 
ment of a corporation be entrusted in 
the first instance to the discretion of its 
directors. To protect these policies, and 
prevent the initiation and maintenance 
of strike suits brought solely to humili- 
ate defendants and extract legal fees, 
such demands followed by refusal are or- 
dinarily a condition precedent to deriva- 
tive litigation. Here, clearly, demand 
would have been fruitless and according- 
ly is excused as unnecessary. Defend- 
ants resisted, tenaciously and effective- 
ly, plaintiff's attempt to enjoin the 
shareholders’ meeting. This, and their 
defense of this litigation, taken together 
with the fact that their own proxy state- 
ment and their own acts were brought 
directly in question by plaintiff's claims, 
warrants a finding that any preliminary 
demand on the Fund or its directors 
would have been futile. Papilsky v. 
Berndt, 59 F.R.D. 95 (S.D.N.Y.1973). 


Erptration Date of Old Contract. 


Defendants contend, based on their in- 
terpretation of paragraph 9 thereof, that 
the original advisory contract would 
have expired on June 30, 1974, rather 
than August 31st. That portion pro- 
vides (Ex. 4, p. 14): 

“The Corporation (Fund) agrees to 

pay to the Investment Adviser and the 

Investment Adviser agrees to accept 

as full compensation for all services 

rendered by the In’ ostment Adviser 
hereunder for cach of the Corpora- 
tion's fiscal quarters on the last day 
of each quarter, a fee in an amount 
determined by applying the following 
quarterly rates to the value of the 
Corporation's net assets at the end of 
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each calendar quarter: * * ®* pro- 
vided, however, that the annual fee of 
the Investment Adviser shall not be 
more than an amount which, when 
added to the other charges of the 
Corporation (exclusive of interest and 
taxes) shall result in total charges per 
annum to the Corporation inclusive of 
the fee of the Investment Adviser 
(but exclusive of interest and taxes) 
of 1% of the value of the Corpora- 
tion’s average monthly net assets for 
any year. For the first quarter ia 
which this Agreement shall be in ef- 
fect, the foregoing computations shall 
be made as if this Agreement was in 
effect for the entire quarter. For the 
quarter and the year in which this 
Agreement terminates, there shall be 
an appropriate proration on the basis 
of the number of days that this 
Agreement is in effect during the 
quarter and the year respectively. 


” 


{17] It is not clear how defendants 
derive a June 30, 1974 expiration date 
from this paragraph.? The contract is 
dated “as of September 1, 1972” and 
paragraph 11 provides (Ex. 4, p. 15): 


“This agreement shall remain in ef- 
fect for a period of two years from 
the date hereof. . . .” 


Thus, the expiration date of the contract 
is cleariy August 31, 1974, and the 1% 
expense ratio limitation must be applied 


9. The Annual Report of Amvericnn Investors 
Fund, Inc. for December 31, 1973 (Ex. 13) 
“Notes to the Financial Stntements, Nute 3”, 
discusses the effect of the new agreement as 
follows: i 


“At the Annual Meeting of Shareholders 
held on July 17, 1973 the shareholders ap- 
proved a new investment udvisury agreement 
for a term of two yeurn effective September 
1, 1973 retroactive to July 1, 19745. The 
new agreement is similar in ull respects to 
the prior agreement with the exception of 
the limitation ratio of expetises as related ts 
average monthly net sacsqts which was in- 
creased to 114% fiom 1°% an provided in the 
prior agreement. Accordingly, the adviser ia 


for the periods during which the con. 
tract would have been in effect. 


(18] Defendants complain that such 
an interpretation would have the effect 
of providing for an expense limitation of 
1% for part of calendar 1974 and a 
114% limitation for the latter part of 
calendar 1974, a result not contemplated 
by the parties. Whether the parties 
contemplated such a result or not, the 
agreement is so drafted by competent 
attorneys, it is not ambiguous, and must 
be construed as it is written. 


{19] The Fund kept its books and 
rendered its financial statements quar- 
terly, on a calendar year basis. Accord- 
ing to paragraph 9, computations are to 
be made as if the agreement had been in 
effect on July 1, 1972, but that does not 
imply the fee would be paid from July 
lst, nor does it imply the agreement was 
in effect on July 1st. Paragraph 9 ex- 
plicitly provides that when the agree- 
ment terminates, the fee and expense 
limitation shail be prorated “on the ba- 
sis of the number of days that this 
agreement is in effect during the quar- 
ter and the year respectively.” Any 
such need to prorate would be obviated 
if the agreement terminated on June 
30th, which is the end of a quarter. We 
will not assume the partics included gra- 
tuitous language in so vitul a section ot 
the agreement as the advisory fee 
paragraph.'® 


required to refund carh yrar any amount hy 
which total erpensen of the Fund, exclusive 
of taxes and interest, vrered 114% of aver 
age monthly net axacty for the period July 
1, 1973 to December tl, 1978 and 1% of 
average monthly net assets for the period 
January 1, 1973 to Junc 10, 1973." (Ean: 
phasis supplied. | 
There is no justiticntion in either of the 
contracts for such an interpectation, Spe 
cifically, nowhere in patel 9 oF vbee- 
where is there a provision tiny the contract 
shall be rerroactive to July 3, 173. 


10. Conceivably if the contenet liad been corm 
nated prior to expiration, by giving sixty linss 
notice, of by impusnibility of perfoemane 
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(20] Reading the paragraph as a 
whole, it can only mean the first pay- 
ment to the adviser under the contract 
was not to be computed on the basis of 
the average net asset value of the Fund 
for the month of September only, but on 
the basis of a figure representing an 
average of the net asset values for each 
of the three months in the quarter, July 
tst through September 30th. 


Damages; AIF Counsel Fees. 


(21) Equity requires that counsel 
fees paid or accrued by AIF as expenses 
for outside attorneys solely for the pur- 
pose of this litigation should not be con- 
sidered as expenses in applying the 1% 
limitation. As to 1973, it is apparently 
not disputed that Philadelphia counsel 
were paid a special retainer of $7,500.00 
in connection with the proceedings be- 
fore Judge Broderick. The Court is re- 
quested to allocate $2,000.00 of Mr. 
Cram’s time and $15,000.00 of the bill- 
ings of general counsel directly to this 
case, 


As to Mr. Dougias Cram, who is de- 
scribed as the Fund's ‘resident counsel” 
‘Def. Post-Trial Memo., p. 17), the 
Court declines to allocate any portion of 
his salary as requested. It is doubtful 
that the Fund’s expenses would be di- 
minished in any amount had Mr. Cram 
been otherwise engaged. 


We are asked (ibid, p. 17) to “view 
$15,000.00 of the $43,735.00 paid to (the 
Fund’s general counsel) for legal serv- 
ices in 1973 to the important function of 
protecting the rights of 100,000 share- 
nolders to exercise their franchise and 
have their annual meeting.” This we 
would not be inclined to do unless it 
‘ould be shown that a specific amount 
“ax separately billed and paid in 1973 
viely by reason of this action. Since, 
3. will appear below, it is necessary to 
‘ake additional evidence by stipulation 
"e otherwise, we leave it open to defend- 


‘upeervening illegulity, ferce majeure, ete., 
cal ‘ 
he urv-ention clause woukl be useful. Lut 


ants to show how much of the 1973-74 
legal expenses are directly attributable 
to this action and would have been 
avoided but for the litigation. Plaintiff 
may not, in good conscience, be the one 
who pulls the trigger bringing the over- 
ride provisions into effect. 


Plaintiff, by bringing this action in 
Philadelphia on the eve of the 1973 
shareholders meeting, forced the Fund 
to incur attorneys’ fees to assure that 
the shareholders’ meeting would go for- 
ward, and avoid the threatened expense 
of cancelling and rescheduling the meet- 
ing. Plaintiff sought an injunction to 
which she was held not entitled, pursu- 
ing that remedy in an inappropriate 
venue. Plaintiff is partly responsible 
for AIF’s expenditure of counsel fees 
and the size thereof, at least before the 
case was transferred to this District. 
In addition, research discloses no cases 
in point decided under 15 U.S.C. §§ 
80a-35(b), as amended in 1970, and 
therefore novel issues were raised by 
this suit. The Court finds this case was 
defended, here and in Philadelphia, in 
good faith. 


The parties agree no refund would 
have been due AIF in 1972. Therefore, 
1972 is excluded from the damage com- 
putation. 


Since the expense limitation is to be 
computed for every calendar year or 
portion of a calendar year covered by 
the agreement, damages must be com- 
puted first for all of 1973, then sepa- 
rately for January 1, 1974 through Au- 
gust 31, 1974. 


Through no fault of counsel to any 
party, the Court is unable to fix the 
damages for that portion of 1974 above- 
mentioned. Because the parties as- 
sumed validity of their own differing in- 
terpretations given the old contract, the 
record docs not contain sufficient infor- 
mation upon which the Court may make 
an award including those months. This 


its plain meaning is not limited to such 
premature termination. 
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is so notwithstanding agreement made 
with the Court at the trial (Tr. p. 183)! 


Conclusion. 


Counsel are requested to submit a 
stipulation in writing setting forth the 
applicable amounts in accordance with 
this opinion, or if such a stipulation can- 
not be mutually agreed upon, so to aa- 
vise the Court within twenty (20) days 
from the date hereof so consideration 
may be given as to how such data may 
be elicited. 


The foregoing constitutes findings of 
fact and conclusions of law pursuant to 
Rule 52, F.R.Civ.P. 


SUPPLEMENTAL FINDINGS AND 
CONCLUSIONS 


Prior findings and conclusions filed 
herein July 23, 1975, are modified and 
amplified as hereinafter set forth. 


The correct figure for 1973 average 
net assets is $166,058,784.00. The 1% 
limitation based upon this amount would 
be $1,660,587.00. 


The Court approves the practice fol- 
lowed in taking the sum of 13 figures 
and dividing by 13 to obtain the average 


monthly assets for the year 1973. This 
is the method which the Fund has used 
for many years prior to the commence- 
ment of this litigation, and may be re- 
garded as having been within the con- 
templation of the parties when the con- 
tract sued upon was signed. It is not 
totally unreasonable. The alternate 
method suggested by plaintiff would in 
effect give consideration only to end of 
morth dates for eleven months, and would 
produce a distorted and unreasonable re- 
sult. 


Plaintiff has consented to deduct from 
expenses for 1973 the sum of $12,500.U0 
as attorneys’ fees directly attributable to 
this litigation. This includes $7,500.00 
paid to Philadelphia counsel, and $5,600.- 
09 allocable to general counsel to the 
Fund. The Court regards these sums as 


reasonable. The fee of Philadelphia 
counsel was fixed and paid at arma 
length. While general counsel invested 
additional time in the matter, much of it 
concerned conferences with Philadelphia 
counsel, and duplicative work performed 
jointly with Philadelphia counsel. Fur. 
thermore, the same attornevs were, at 
least indirectly, representing the inter. 
ests of Chestnutt and his corporation at 
the same time. Under all the circum- 
stances present here, an allowance of $5 - 
000.00 is reasonable and adequate. 


Accordingly, the damages for 1973 are 
to be computed as follows: 


Expenses net of interest 
and taxes per Ex. 15, p. 3 $1,691,417.00 
Less: Legal Fees 12,500.00 
$1,678,917.00 
1,660,587.00 


eens ene 


18,330.00 


——_—_—— 
——==_—_— 


Subtract, 1% limitation. 


Rebate for 1973 (Damages) $ 


With respect to the damages for that 
Portion of 1974, the agreement clearly 
contemplated a,pro rating of expenses 
through its termination. See PD. (26) et 
seq. and fn. 10 of Findings and Conclu- 
sions dated July 23, 1975. 


Generally accepted accounting princi- 
ples consistently applied must be fol- 
lowed. This requires accruals where ap- 
propriate. For purposes of the advisory 
agreement, expenses are expenses, and 
there is no provision therein excluding 
unusual or non-recurring expenses. The 
Fund spent substantial amounts in 1974 
to liquidate the holdings of small share- 
holders in order to save future expenses. 
To the extent the Fund treated those 
costs as expenses during the applicuble 
period, they remain just that. The Court 
sees no basis to require the exclusion of 
those items from the damage computa- 
tion, and will treat the accrual in the 
third quarter as a pro rata expense, 


As to 1974 legal fees, we are advised 
that no bill has been rendered to the 
advisor, represented, properly, by the 
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same counsel in the subsequent trial. 
Recognizing the stakeholder status which 
the Fund acquired as soon as the in- 
-ynetive aspect of this litigation was re- 
‘tved, the Court finds, solely for the 
- rposes of this computation, that the 
.im of $3,000.00 is a reasonable amount 
to pay for its representation in this lit- 
ization during the first eight months of 
1974, and will treat that sum as being ex- 
vinpted from the expenses subject to the 
‘inuitation. 


The rebate for the first eight months 
of 1974 is calculated as follows: 


Expenses for lst six months 
on accrual basis, net of 
interest and taxes $ 800,204.00 

Xedemption program accrued 
(23 x 39,068.73) 

Advisory fee accrued for 
July and August (Sched- 
ule attached to 8/13/75 
letter from Chestnutt’s 
counsel to plaintiff's coun- 
sel to plaintiff’s counsel) 


26,045.82 


104,851.00 


Total 
Total (carried forward] 
Less allowance for legal 


expenses — 3,000.00 


$ 928,100.82 


Expense Limitation (113 of 
Defendant’s post trial ex- 
hibit at 8 months basis, or 
‘zths of 1%) — 869,758.80 


“chate for 1974 (Damages) $ 58,342.02 


$ 931,100.82 
$ 931,100.82 


The Court declines as a matter of dis- 
etion to award pre-judgment interest. 


Settle a final judgment on five (5) 
‘uy notice in favor of American invest- 
's Fund, Ine. and against Chestnutt 
‘«rporation, in the amount of $76,672.00. 
‘te judgment may contain appropriate 
-Tuvisiong retaining jurisdiction to 
ward legal fees and disbursements to 
-aintiff out of the recovery following 
‘itellate finality, and upon notice. 


Florence A. COEN, Plaintiff, 
v. 

BOULDER VALLEY SCHOOL DISTRICT 
NO. RE-2, IN the COUNTY OF BOUL. 
DER and STATE OF COLORADO et al, 
Defendants. 


Civ. A. No. C5433. 


United States District Court, 
D. Colorado. 


Oct. 30, 1975. 


Action was brought by nontenured 
teacher, whose contract had not been re- 
newed, for order restoring her teaching 
position and for recovery of damages. 
The District Court, Chilson, J., held that 
evidence did not support teacher's claims 
that evaluations, comments und criti- 
cisms made concerning her teach'ng de- 
prived her of liberty without due process 
of lew or infringed her First Amend- 
ment rights, and that where question 
whether teacher had property right un- 
der state law in continued employment 
of which she could not be deprived with- 
out due process of law involved state law 
questions which had not yet been an: 
swered by Colorado state courts, court 
would abstain from further proceedings 
in connection with such claim to allow 
teacher to litigate state law questions in 
state courts. 


Action dismissed in part with prej- 
udice and in part without prejudice. 


1. Schools and School Districts © 133.15 
Evidence in action brought by non- 
tenured teacher, whose contract had not 
been renewed, for order restoring her to 
teaching position and for recovery of 
damages, did not support her claims that 
evaluations, comments and criticisms, 
which were made concerning her teach- 
ing and which did not contain, inter 
alia, any charges that might seriously 
damage her standing in community nor 
sugyestions that she was dishonest or 
immoral, deprived tcacher of her liberty 
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UNITED STATCS DISTRICT CouRT 
SOUTLERN DISTRICT OF NEW YORK 


MILDRED GALFAND, on behalf of her- 
self and on behalf of AMERICAN 
INVESTORS POND, ‘INC... 
Plaintiff, - 73 Civ. 3849-cCLB 
~against- 


GEORGE A. CHESTNUTT, JR., and FINAL 
CHESTNUTT CORPORATION, : JUDGMENT 


Defendants, 


Us Pate? Gos 
Dec/5 1 ay 


AMERICAN INVESTORS FUND: INC. H 
: : s0ohly 


~and- 


Nominal Defendant. 


This action came on for trial before th@*Court, Hon- 
Orable Charles L. Brieant, Jr., District Judye, presiding, 
and the issues naving been duly tried, and a decision having 
been duly rendered upon prior findings and conclusions filed 
herein July 23, 1975 ana upon Supplemental and corrected 
findings and conclusions filed herein November 21, 1975) 

IT IS ORDERED AND ADJUDGED 

That the nominal defendant, American Investors Fund, 
Inc. recover of the defendant Chestnutt Corporation the sun 
of $76,672.00 without interest, prior to judgment, and 

IT IS FURTHER ORDERED AND ADJUDGED 

That this Court retain jurisdiction to award legal 
fees and disbursements to plaintiff out of the recovery when 


the foregoing judgment shall have become final, following ap~ 


pwllate review, if any, and upon ten (10) days noticy, 


' Dated: New York, New York 


Sl 


December ea , 1975 


HARLES L. 


Charles 


eee 


Judy most baited A217 <7e 


—Reyioed £ Bueghird Ip 
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MILDRED GALFAND, on behalf of herself and on behalf of AMERICAN 
INVESTORS FUND, INC., Plaintifé v. GEORGE A CHRSTNUTY, IR., and 
CHESTNUTT CORPORATION, Defendants, -and- AMERICAN INVESTORS FUND, 
INC., Nominal Defendant. 73 Civ. 3619-CLIB 


The within motion for a (further) amendment to the Court's 
Supplemental and Corrected Findings and Conclusions filed November 
11, 1975, and the judgment herein, is denied. 


The Court has serious misgivings as to the correctness of i} ty 
the computation of damages awarded, and helicves it is not inconceivable ~ 
that the nominal defendant, American Investors Fund, Inc., 


entitled to a slightly higher recovery against its adviser. 


¢ 

ee 

pels 
L 


. 
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vs aert : 
The accounting information upon which to make a precise eas 
analysis and determination of this amount has not been presented a0 
clearly to this Court. A Court js not required, under the circym- 
stances of this adversary litigation, to conduct an audit, or make 

-any extensive analysis of the underlying accounting data. It need we 
only find such damages as are clearly and unquestionably shown by the oy. 
evidence. This has been done. Coe 


é 


All litigation must eventually reach a point of termination, 
beyond which further refining adjustments and corrections are not 
required. A litigant is entitled to his day in Court, but a. time 
must come in all lawsuits where the partics must move on to tbe next. 
(appellatsc) arena. "(Aj fter a party has had his day in court, justice, 
expedienc, and the preservation of the public tranquillity requires 
that the matter be at an end." CEchroeder v. VILL 4) Aceoa Of. Land, ote. ).! 
316) P.2a 311, 314 (8th Cas. 1965). } 


The Court declines to entertain any further requests for 
corrections, additions or refinements to the Judgment, or to do any- 
thing further in this action, and respectfully comucnds these 
indefatigable but inexact litigants to the Court of Appeals for such 
SS octions as it may wish to make in the mattcr. 
= ts So Ordered. 


hatoars New York, New York Unt, 1 (Smtsad- 
ie wi 
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uu y, 6. 0. 0. 
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MILDRED GALFAND, on behalf of her- 
self and on behalf of AMERICAN 
INVESTORS FUND, INC., 

Plaintiff, 73 Civ. 3849-CLB 
-against- | 
i 


GEORGE A. CHESTNUTT, JR., and NOTICE OF APPEAL 
CHESTNUTT CORPORATION, 


Defendants, 


& 


Nominal Defendant. 


| 
-and- 
AMERICAN INVESTORS FUND, INC., 
Notice is hereby given that defendant Chestnutt | 
Corporation hereby’ appeals to the United States Court of Appeals 
| 
for the Second Circuit from the final judgment entered herein on ' 


the 17th day of December, 1975. 


Dated: New York, New York 


March 19, 1976 


7 
4 
ky aaa “7 Fingiles. j ae 
endon H. e oi 
Attorney for Chestnutt 
Corporation 


90 Park Avenue 
New York, New York, 10016 


The Clerk: 


United States District Court 
Southern District of Mew York 
United States Court llouse 
Foley Square 

New York, New York 


| 
| 
Tel. (212) 953-9200 - 
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KREINDLER & KREINDLER, ESQS. 
Attorneys for Plaintif£ 

99 Park Avenue 

New York, New York 10016 
Tel. (212) 687-8181 


ROGERS & WELLS, ESQS. 
Attorneys for American 
Investors Fund, Inc., 
Nominal Defendant 

200 Park Avenue 

New York, New York 10017 
Tel. (212) 972-7000 


UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


|. 

|i MILDRED GALFAND, on behalf o 

‘| and on behalf of AMERICAN INVESTORS 
FUND, INC., : 


Plaintiff, 


: -against- 

73 Civ. 3849 (CLB) 

' GEORGE A. CHESTNUTT, JR., and 

|| CHESTNUTT CORPORATION, 

i NOTICE OF CROSS APPEAL 

: Defendants, 

aa | ¥ ra 

| wR TATA 

-and- : eae SVR 

AMERICAN INVESTORS FUND, INC., S 


Nominal Defendant. 


2 
ROGERS, HOGE & LUA. 
Notice is hereby given that Mildred Galfand, the 


plaintiff in the above-entitled action, hereby cross appeals + 


| 
' to the United States Court of Appeals for the Second Circuit 


from the Final Judgment entered herein on December 15, 1975 
and from the Order filed herein on February 24, 1974 denying 
plaintiff's motion pursuant to Rule 52(b) for an amendment 
to the Court's Supplemental and Corrected Findings and 


Conclusions and Final Judgment. 


Dated: New York, New York KREINDLER & KREINDLER 


By Oded ~ 


A Member the Fignre 
Attorneys for Pc hy 
Appellant 

99 Park Avenue 

New York, New York 10016 


March} 5S, 1976 


Rogers, Hoge & Hills 

90 Park Avenue 

New York, New York 10017 
Attorneys for Appellants 
George A. Chestnutt and 
Chestnutt Corporation 


- and - 


‘ty, 


Rogers & Wells 

200 Park Avenue 

New York, New York 
Attorneys for the Nominal 
Defendant American Investors 
Fund, Inc. 


SLALAS, DISTRICT COURT 


VLSTRICT OF NEW (YORK 


HON. CHARLES L. BRIEANT J 
PlaLNtLe£, : District Judge. 


VS. 


73° Civil 3849 
GEOR: \. CHESTNUTT, JR., 


Defendant. 


STENOGRAPHER'S MINUTES 


SOUTHERN OIST'ICT COURT REPORTERS, U.S. COURTHOUSE 
POLEY »CUARE, MEW YORK, NY CO 7.4880 


UNITED SoA TEs: DISTRICT COURT 


SOUTH LESTRICT OF NEW YORK 


MILDRED GALFAND, 


Plaintiff, 


~against- : Vs Civil 3849 
GEORGE. A. CHESTNUTT, JUR:., 


Defenceant. 


February 15, 1975, 
10° AM. 


Before: 


Hon. CHarles''L. Brieant,. drs, 


District Judeje. 


Appearances: 


KREINDLER & KREINDLER, ESQS., 
Attorneys for Plaintiff, 
By: Ronald Litowitz, Esq., and 
Edward A. Grossmann, Esq., of Counsel. 


ROGERS HUGE & HILLS, ESQS., 
Attorneys for Defendant, 
by: Clendon H. Lee, Esq., of Counsel. 


MR. LITOWITZ: Good morning, your Honor. 
THR COURT: Good mornin. You are Mr. Litowitz? 
MR. LITOWITZ: I am.Mr. Litowitz of the firm of 


Kreindicc & Kreindler representing the plaintiff, and 


assistiny me today, also from Kreindler & Kreindler, is Mr. 
Edward Grossmann. 
THE COURT: Are you ready to start? 


MR. LEE: Yes, your Honor, 


THE COURT: If you desire to exclude fact witnesses 


who are in the back, who are not officers or directors of 
the parties, you May ask to have them excluded when we proceed 
with the caking of testimony. 


MR. LITOWITZ: Thank you, your Honor. 


We gent down a pre-trial order on Friday which 
contained a stipulated statement of cértain of crucial fact; 
of the case, 

THE COURT: Yes. I have it before me. 

“MR, LITOWITZ: Attached to that stipulation ag 
Exhibit a is a list of exnibits marked on the depositions, 
Exhibits 1 through 24, all as Defendant's Exhibit A. 

and annexed as Exhibit B are the dates and names 
of the persora deposed by plaintiff in the litigation. 

in the stipulation, as paragraphs 27 and 28, we 


stipulaied with respect to the authenticity of the exhibits 


SOUTHERN DIST tH l¥ COURT BE OC KT: ' QURAT HOUSE 


ie 


W, 


ebh 5 

and ..sc..ed our rights to any objections as to relevance. 
THE COURT: That's my noimal procedure. 
MR. LITOWIT2: Yes. Now, if your Honor woulda 


like, cather than take the time of the Court, we would like 


to jusi cut in seriatim the exhibits marked on the deposition 


by plaintif*, and also mark as exhibits the actual deposition 


trans: 2ip:ts taken by plaintiff. 


If Mr. Lee at this point would like to raise his 


i 
objections or indicate he has none, we could do that and | . 
| 
I believe it would save the time of the Court and all parties, 
| 
MR. LEE: I am all in favor of what Mr. Litowitz | 


suggests. marking the exhibits and the depositions. 


THE COURT: All right. All of them have to be 


read anyway and the Court will reserve decision at the close 
of the hearing. I will take post-trial memoranda so you may 


proceed on that basis. 


MR. LITOWITZ: Your Honor, again, another suggesti 
if we tay. If we could just proceed now with the witnesses 
and possibly mark these at a break -- 

TE COURT: That you may do also. 

MR. LITOWITZ: Because we all know the identity 
of the depositions and also of the exhibits. 


The COURT: All right. 


i. LITOWITZ: Accordingly I will call 
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ebh Cram-direct 


first .itness Mr. Douglas Cram. 


DD O:.UcG GAs M. C RAM, called as a witness, having 
been duly sworn, testified as follows: 
MR. LITOWITZ: Your Honor, one thing I forgot. 
We had also signed an additional stipulation which I would 
like to usand up. That goes to the statistical data on which 
plaintifé basesits claim for damages. 


DIRECT £XAMINAT ION 


By MR. LiITOWwrt?: 


Q Mr. Cram, could you state your home address, please? 


A 32 Sawmill Lane, Greenwich, Connecticut, 06830. 
| 


Can you tell us by whom you are currently employed? 


Pepsico, Inc. 


Q Tell us the nature of your employment. 

A I am counsel, corporate counsel in the soft drink 
division. 

Q Can you tell us your educationai background, 
please, starting with college? 

A 1 was graduated from the University of Minnesota, 
Phi Beta Kappa, magna cum laude, in 1965, and Harvard Law 
School in 1968, 

Ce Will you trace your employment from the time you 


graduated from law scheol, please? 
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My first job was with a firm in New York by the 

Mame ce Wucthtell, Manheim & Greuf at 30 Rockefeller Plaza 
from September 9, ‘68, through April of L969). 


I believe there was no interval between my em- 


Ployment sith Wachtell, Manheim & Grouf and the time I took 


sD ; ORS 
@ position as an attorney for American Investments Fund, 


sO thet was either the end of April, 1969, or the beginning 


£ May, 1369, until the end of August of 1973 when. I was 


first attorney and later general counsel of American Investors 
Fund and Chestnutt Corporation, the investment adviser to ! 
Americen Investors Fund. 
[ am now with Pepsico, ' was originally an 
attorney, and I am now a corporate oouAnel. 
Q ‘ix. Cram, I show you Exhibit 2 marked on the 
depositions of the proceedings herein and ask you if you can 


identify that exhibit. 


THE COURT: Is that in dispute? 


MR. LITOWITZ: It is the proxy statement. 

THE COURT: Offer it in evidence. Don't waste time 
handing i:in identifying documents which your adversary doesn't 
dispute. 

NK. LITOWITZ: It is in evidence. I am just 
going to ask him a few questions about it. 


A it purports t:. be the proxy statement, 
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the printer. I am not trying to be contentious. 


on the rccord. What is this paper that's been handed to the 


witness. 


Cram-direct 
THE COURT: Ts) 20 er tent) 1b? 


THE WITNESS: It is Xernxc.3, It is not bound by 


THE COURT: All right. May we have a concession 


THE WITNESS: f ri¢dn, I have one that I brought 


THE COURT: You keen quiet. When you are addressed 


you answer. 


tion.) 


Q 


for identification, please? 


A 


Sd 


A 


MR. LEE: Your Honor nere is a printed copy. 
THE COURT: All right. Mark it. 
MR, LITOWIT2: Mark this as Exhibit 25, please. 


(Plaintiff's Exhibit 25 was marked for identifica- | 


Mr. Cram, can you identify Exhibit 25 marked 


It is the 1973 proxy statement. 


Of Americen Investors Fund? 


® } 
MR. LiTOWITZ: I offer that into evidence 


LEE: No objection. 


American Investors Fund, yes. 
as Exhibi 


COURT: W"eceived in evidence. 
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Cram-direct 7 
(Plaintiff's Exhibit 25 for identification was 
received in evidence.) 
w mu. Cram, did you have any part in drafting 
Exhibit 25? 
Vee), L.ai0. 
(2 Can you tell us what your role was in the drafting 
Of Exhibit, 25? 
“0 prepare a proxy statement which complied wi 
the prox, cules under the'34 Act, the '40 Act, and which 
adequately informed shareholders of the Func of the 
matters to be acted upon. 
Q By that do you mean that you were the principal 
author of fxhibit 25? 
A That would be correct. 
Q Did anyone else assist you in the drafting of 
Exhibit 25? 
A Well, I‘m sure that Mr, Lee and I discussed matters 
from tine to time. I am sure Mr. Chestnutt and I discussed 
Matters trom time to time. 


Q When you say Mr. Lee, could you identify Mr. Lee, 


Hr, Lee is Clendon Lee who has been counsel for, 


an Outside counsel for American Investors Fund and Chestnivtt 


Corperucicon for many years. 
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Cram-direct 8 
Mr. Cram, I show ym Exhibit 11 which has pre- 
viously been marked in the depositions of these proceedings. | 
I ask you if you can identify that as a memorandum that 
you wrote, 
THE COURT: I'm not going to have any papers 
identifica unless there is a dispute about them. You are nee 


going to waste my time with that kind of material. If these 


Matter.; s:e stipulated under the pre-trial order, offer them 


| 
| 

in evidence. If there is an objection to relevance I will hear 
j 


i 
, 
\ 


it but their authenticity is supposed to be resolved before 
you get here. 

MR. LITOWITZ2: It has been, your Honor. 

THE COURT: All zight, then offer it in evidence. 


MR. LITWOTIZ: I thought -- 


COURT: Don't think. Don't waste time. Offer the, 

document. | 

MR. LEE: Your Honor, we will stipulate that all 
of the exhibits sect forth be introduced in evidence at this 
point isd that they may be referred to and they may be marked 
subsequently. 

THE COURT: All right, the clerk will mark them for 
you at the next recess and they are all received in evidence 


everything listed under Exhibit A attached to the pre-trial 


Order tiatcs today. 
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Cram-direct 9 
Mr. Cram, I will show you Exhibit ll and I — 
your attention to paragraph 9 theceof. I ask you to explain 
the ciicumstances of your writing of the paragraph 9. 
ry I had a conversation with, I guess, a staff 
attorm... I am not sure what his position was. He asked 
me to piace in the proxy statement a statement the accuracy 
of whic!. was subject to substantial doubt. 
@ What was the statement the staff member of the 
SEC asked you to place in the proxy statement? 
A I don't recall the exact words but let me read 


the paragraph and it may help me to refresh my recollection. 


Q Could you read it out loud? 


THE COURT: No. No exhibit may be read out loud. 


If he wants to read it quietly to refresh his recollection, 
he may. 
(Pause. ) 

A This individual on the staff of the Commission 
asked that the Fund state in its description of the advisory 
contract that the advisory fee which shareholders were being 
asked to approve was higher than that paid by most funds 
to their maunager-advisers. 

Q Did you take issue with the person at the SEC 
that mad- that statement? 


A Yes. 


SOUTHERN DIST? CT COURT REF tte 6 COURTHOUSE 


4 


A-77 | 
} 
Cram-direct | 

Can you tell us what you said to him? : 

I objected to that on two bases: first of all, I | 
said chat we had never seen a study that indicated that the | 
effective rate of compensation to the manager-adviser was | 
in exc:... of a weighted average or a meun average or a median 
average of the rates paid by other funds to other management 
compan i: =. | 

3 The American Investors Fund fee schedule is unusual) 
in that it starts at .8 per cent but drops at the first 
$50,00L,000, the first break point. [It is highly unusual. 
Most break points are at mach higher levels or in the case, 

I belicve, of Dreyfus, it never drops. I'm not gure that that)’ 


the naue of the fund but there is a $3,000,000 fund or 


there was at that time where there was nv break point at all 


| 
| 
| 
| 
| 
| 
| 
| 
| 


sO you get a misleading view by looking at the .8. 

I then also informed him that when you do not look 
at total compensation, i.e., compensation which also includes 
load fees paid by the shareholders of load funds, you get a 
leading view of the compensation being received by the 
investor, and that I would not put in a statement which I 


consideied to be misleading at his suggestion. 


Q Mr. Cram, did you use the term"effective rate 


of coOuwpeusation"for the Fund? 
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() DO you recall the effective rate of the compensati 


to Chestautt Corporation by Ameri~an Investors Fund during 


the peciod of May and June, 1973? 
MR. LEE: Objection as to form. 
THE COURT: Does he recall? He can answer yes, 
he does recall or no, he doesn't recall. 
MR. LEE: Your Honor, there is no such thing as - 
an efie tive rate at a particular pericd. 
THE COURT: That's an element for cross 
Iwill overrule the cbjection. 
A No, I don't. 
THE COURT: All right. 
Q { show you Exhibit 15 and r call your attention 
to the gigures get out for May and June of i973 and 
ask you if based on that that refreshes your recollection 
as to the effective rate of compensation to Chestnutt 
Corporit ivan? 
A No, it does not, 
Q Can you explain to us what the effective rate 
of compensation would be to Chestnutt Corporation if the 


Fund had net assets of $150,000,000? 
A { would have to compute it. 
Q ould you do that? 
.t is 8/10 on the first 50,059,090; 6/10 on the 


SOUTHERN OISTH CT COURT REPORTERS u.$ COURTHOUSE 


~examinztion.| 


A-79 
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next 5C. .nd 4/10 - is that right? I don't recall now for 


sure. I keclieve it drops to 4/10 hetween 100 and 300 sm 


so that would be 6/10 of 1 per cent on that asset base if 
my assumptions are correct about the rates and the break 
points. 


Q Now, if the net asset values fell below 


$150, 000,000, would the effective rate then exceed .6 
of a pes cent? 
A Yes, it would. If my assumptions are correct, 


it would. 


Q Mr. Cram, I show you Exhibit 148, which has been 


epreviously marked, and I call your attention to the varying 
rates of compensation indicated thereen. 


{ ask you if you are familiar with the funds 


indicated on Exhibit 143? 
A I have heard cf ai! of then, yes. 
Q During the period of May and June, 1973, were you 
familiar with the rates of compensation to these advisers 
by the funds enumerated on Exhibit 148? 


A I wouldn't have been able to recite them from 


memory but yes, I was vaguely familiar with them, I had look 
at them several times in a compendium published annually. 


Q Viiich one is that? 


A There are several. The one I recall most easily 
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is the tucual Pund Guide. I believe it is published by 
Pund.cope, is that correct? [It i; a thick, brown issue, 
reddish-brown covered book, paper covered, and it sold for 
$15, az I reeali, 


Q Looking at the far right column on Exhibit 148, 


can you tell us whether the effective rate of compensation 
payabl. *. Chestnutt Corporation on net assets of $150,000,000 
exceéd..( most or all of the funds indicated on Exhibit 148? 


| 
| 
A No, I couldn't tell you that. That doesn't indicate 


' 
| 


i 
what the break points are nor dees it indicate the size of 
| 
the fund. If a $3,000,000 fund had a - let's take the second 


fund o.. une list, Babson. Now Bascn would be high, would have 


| 
a highe.s compensation rate to its manager-adviser at all rates 


after, I believe, $75,000,000 because at that rate the 


American Investors Fund average would fall below .75 as 


| 
| 
| 


the .6 na the second 50,000,000 became increasingly important 
vis-a-vis the .8 on the first 50,000,000. Those are just 
the firsc two. 

Going further down the list we have no way of know 
what the cifth fund is. we don't know what the break points 


are. Thit cculd be higher. 
The next one could be higher. 
Q Looking at the funds where the starting figure is 


either .5 of a per cent or .6 of a per cent, could those 
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fees, undcor any circumstances, be higher than the fee paig 


by Amexican Investors Fund at the £150,000,000 level? 


A It couldn't be higher, I would not think. 


Q SO compared to those groups of funds appearing on 


| 
| 
| 
| 
Exhibit 14B, American Investors Fund's effective rate of | 
compensation was higher than all those funds indicated? | 
equal to. 
which case would it be equal to? | 
$150,000,000, the effective rate of compensation 
would be .6, so it would ~e equal to, for example, Nicholas | 
Strong Fund, unless you knew what its break point: were. 
0 And American investors Fund would be higher than 
the Jobaston Fund which starts at .5 of a per cent? 
A Yes. 
Q And it would be higher than the Loomis Fund that 
starts at .5 of a per cent? 
Yes, it would. 
Q And it would be higher than the - is that the 


Mathers bund? 


A Yes. 


| 
| 
| 


That begirs at .5 of a per cent? 


re) sad it would be higher than every other fund 


indicated thut begins at .5 of a per cent or lower; would tha 
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be corset? 

That weuld be correct. 

4. your telephone conver-ation with the gentleman 
from the SEC did you indicate that you could not find any 
inforu.cica on the issue of whether the Fund paid a higher 
rate than other funds? 

A, No. 
wm) Did you tell him that you would undertake to 
make such a study? 
A No, I specifically declined to make such a study. 
Q How many different telephone conversations did you | 
have with the SEC concerning this issue? 


A One, I believe. I believe the conc.usion was that 


I would scate in my transmittal of the final copies of the 
proxy stacement that we declined his suggestion and there were 
no further discussions. 

Q Did you discuss with Mr. Clendon Lee your dis- 
cussion with the gentleman at the src regarding the SEC 


suggestion? 


@ What did Mr. Lee say about x€sponding to the SEC’s 
positiin on this issue of the higher fee? 


t don't have a specific recollection although I 


| 
| 
A We went over each point. 
| 


Must say that, from the fact the letter went rut, we were 
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in agicedent by the time the letter went out. 

Q Do you recall whether yuu met with Mr. Lee to 
discuss this or did you discuss this on the telephone? 


A ft was frequently in the offices of American 


Investors Fund but whether I discussed it on the phone or 
whether [ saw him I cannot confirm to you. 


Who else did you discuss this telephone conversaticn 


(No response.) 


The conversation I am referring to now is that 


with the SEC concerning the higher rate of compensation. 


A Of course I would have dis cussed it with Mr. 


Chestmitt. Mr. Chestnutt was the president of American In- 


vestors Fund. 


Q Did you discuss it with any other directors of 


American Investors Fund? 

A L have ne specific recollection of discussing 
Rondeau‘s comment with directors of the Fund. We have from 
time to time either before or during the course of the 
directors' meeting discussed that type of response. 

MR, LITOWITZ: Please mrk for identification 
as Exhibit 27 a letter dated June 18, 1973, from Douglas 
Cram to cight persons enumerated at the top of the lettcc. 


(vlaintiff's =xhibit 27 was marked for ident ication.|) 
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Cram-direct 17 
Q Mr. Cram, did you send that letter to the persons 
enumecated on Exhibit 27 marked fo. identification? 


Yes, 
MR, LITOWITZ: I offer Exhibit 27 into evidence. 
MR. LEE: NO objection. 
THE COURT: Received, 
(Plaintiff's Exhibit 27 for identification was 
becetved in evidence.) 
o Mr. Cram, Exhibit 27 reads "Gentlemen: Enclosed 
is the printer's copy fox the final draft" -- 
THE COURT: Please don't read it. Show it to him. 
If you have another question about it show it to him 


and ask him a question. 


Q Mr. Cram, looking at Exhibit 27, could you tell 


us if the final draft of the proxy statement included the 
= 


suggestions made by the SEC concerning the higher rate paid 
by American Investors Fund? 


A No, it didn't. 


Q Is the second sentence in Exhibit 27 therefore 


4R. LEE: Objection. 
“TE COURT: Sustained as to form, 
ii, LEE; I think the exhibit speaks for itself. 


fir. Cram, did you discuss with Mr. Frank G. Fowler, 


SOUTHERN OISTH:CY COURT REPORTERS U.S. COURTHOUSE 
: ; uaa : 


ae; 


ebh Cram-direct .18 
Jr. th: comments by the SEC concerning the higher rate 
. Of conpensation? 


A I previously indicated to you that I don't recall 


a specific conversation indicating my conversation with Mr. 
Rondeau cof the Commission. 


We have discussed several times informally before 


directcrs' meetings or during the course of the meeting the 


compe::..1cion rates of American Investors Fund. 


w Mr. Cram, the SEC made a specific suggestion 
in a telephone conversation in the summer of 1973. You 
testified that you discussed that conversation with both Mr. 
Lee and Mr. Chestnutt. 
I want you, the best you can recall, to tell us 


the directors you discussed that conversation with, if you 


discussed it at all. 

A As I previously indicated, I have no recollection 
of discussing that comment. It was not the first time that 
fees had been discussed. 


Q Look back at Exhibit 11, which is your memorandum; 


A My memorandum of June 15th? 
Q that's right. I call your attention to paragraph “ 
In para,raps. 10 you state that the SIC asked you to put 


in the peuxy statement that no higher fee would have been 


I call your attention to -- 
| 
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paid i: i972 than the 1 per cent expense limitation. 

vol state that you indic2zted that you would be 
happy to put in the statement that it was "both tme and 
favoraiie." Can you explain why it was favorable to have 
such a scatement in the proxy statement? 

A It indicates that there would have been no detri= 
ment tu anyone from the inclusion of nat in the contract 
for ths: prior year. 

Q In the summer of 1973 with the Fund's current level 
of assets in the then on-going rate of expense, would there 
have been a rebate due at that current level? 


A I don't know that. 


Q Looking at Exhibit 15 again, which is the chart 


which indicates that in May and June the Fund level fell 
below $150,000,000, does that refresh your recollection 
more whether a rebate would be due at that level of fund 
assets? 

A No, it doesn't. It would depend on the computation! 
that was made from time to time and various hypotheses about 
what would happen to expenses over the remainder of the year, 
and shareholder account levels, and mailing costs, and 
postage increases, et cetera, and it was impossible to make 


that hind o¢ a projection with any kind of accuracy. 


Q Will you go to the second page of Exhibit 15 where 
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expenses ure listed for 1972? Exhibit 15 is the chart, 
the nucbers, and looking at the t:ira page, it states 

the Fund‘s expenses for the year 1973; does that refresh 
your recollection as to the level of expenses chat was on=- 
going during the summer of 19737 


A I would like you to repeat the question, please, 


now th:i I have lookec at the chart. 


THE COURT: Could you reframe the question? 

Q Mr. Cram, were expenses --nninc at more than 
$400,060 per quarter for the year 1972 and through the 
first quarter of 1973? 

A Here I have the first quarter of 1973 and the 
expenses are $436,000. 
Q And you also have the four quarters for 1972, 


do you noc, as part of that exhibit? 


A Yes, I do. 


Q And are each of the quarter figures there. in 


excess ctf $400,000? 


A Y@Se 


Q boes that mean on an annualized rate that expenseg 


would cskcevd one million six? 
N if you make a lot of hypotheses about what the 
level ov art assets are in the number of shareholders' 


accountc-- 


to 


- © 2 & 
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rt. 


a I am talking now just absut the expenses, what 


‘they wece in 1972 an@ the first quarter of 1973. 


A You mean if you assume everything else in the world 


stays the same? 


Q Just don't regard those other factors. Just 
the first quarter of 1973, 


| 
concern yourself with the expenses as they were in 1972 ana | ays 
| 
THE COURT: Are you asking for the product of | 


the witness' reasoning or are you asking for a mathematica: | 7M 
auswer? What assumptions is he to make to answer your 
questinn. 
; | iN 
MR. LITOWITZ: I am trying to ascertain if h2 | 
{ 
understands the rate at which expenses were accruing through | 
4 


'72 and into 1972. | 


THE COURT: Is it purely a mathematical question? 


MR, LITOWITZ: In part, your Honor, yes. 


MR. LITOWITZ: It is, your Honor. 


H 
THE COURT: Well, which is it? 
THEE COURT: Purely mathematical. 


MR. LITOWITZ: It is on the exhibit, 
td 


THE COURT: If it is on the exhibit then the exhibit 


speaks for itself. If he is asked to make an assumption 
based ca exhibits told to him at that time or facts later 


brought to his attenticn that's a different type of question, 


SCUTHERN DISTRICT COURT REPORTERS U8 
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but if ycu are merely eetates him to project a line from ai 
exhibit, the exhibit does speak f3x itself. It isn't clear t 
the witness or the court which he is being asked. 

Q I will try again. Assuming the expenses stayed 


Or excecdsd $400,000 per quarter and further assume that 


the further net assets stayed at or below $150,000,000; at 


that Icvcl would a rebate be due from the investor to the 
Fund? 
MR. LEE: I object to the form of that question. 
THE COURT: Aren't you able to concede that the 
answer has to be yes? Isn't that purely a matter of 


mathematics from the exhibit itsel£f? 


MR. LEE: No, your Honor, because expenses might 
go down. 

THE COURT: Yes, but the question asked him to 
assume that the expenses remained the same, and if so, it is 
@ questicn which may be deduced from the docrment: itself 
and it is not a preper question it seems to me. Do I mis- 


interpict the documents? 


MR. LEE: No.I would say, your Honor, the document 


on the very first page of it, shows, for example, that on 


July jlst tine assets were 156,000,000; October 31, 174,000,000. 
tHE COURT: He is only asking about expenses, “ 


(ik, LEE: But expenses are “lirectly — for example 
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this is prepared in such a way, yOur Honor, that for every 
millica dollars that the Fund goes up in assets, the ad- 
visory fee goes up, and the advice here, in the manner in 
which ity adversary is couching the questions, indicates 

that he is not distinguishing between out-of-pocket expenges 
and the advisory fees, 

I don't think that your Horor hag a copy of this 
in fruit of you but I would certainly be happy if your Honor 
would like to have this while the interrogation is going on. 

THE COURT: All right, hand up the copy, but it 
seems to me that the answer only calls for a mathematical 
exercis:. If that is so, then we ought to go on to some- 
thing else, 

Would you like to reframe the question? 

MR. LITOWITZ: Iwill, your Honor. 


Q In the summer of 1973, when yOu were working 


on the proxy statement, did you form a judgment as to whether 


~ 


a rebate would be due to the adviser? 


A (NO response. ) 
Q linder the 1 per cent expense limitation. 
THE COURT: For what period? 
Mat. LITOWITZ: For the next accounting period of 
the Funda. 


A i formed a jurigment, yes. 
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And what was that judgment? 
That it was a possibility although not a 


4 


probability; not a high probability. 


the Fund vould increase its net assets? 
A I don't believe so. I believe that had I had 
to deposit an increase in the Fund's net assets in order 


to preclude a possibility of a rebate of the funds, of the 


| 
| 
| 
Q In reaching that judgment, did you assume that | 
| 
| 
| 
| 
| 
| 
| 


Manage:'s fee to the Fund, I would not have thought it could 
be only a possibility. Then it would have been a prebability.| 
I think the reason I thought it was merely a possibility 


that tl.cic would be a rebate and not a high probability is 


| Or the uncontrolled expenses would have had to increase. 


| 
| 
because it would have had to have declined from there | ; 


Q Did you think expenses would go up or go down 
when you reached this judgment? ; 
A I thirk it would have been foolish to assume they 
would go down when inflation was running at 15 per cent a 
year. 
Q SO your assumptions were then that the expenses 
of the Fund would go up and your assumption was further -- 
A fverything else being the same, the Pund's expenses 


would be pccsumed to go up. 


“TH COURT: “ould you fix a time. 
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MR. LITOWITZ: The year of 1973. He was working 


on th: provy statement. 


(2 So the record is clear that you made an assumption 


that the Fund's expenses would go up? 


fs Yes. 


Q And the net assets of the Fund would stay about 


the sac? 


No, that's not correct. 


MR. LEE: I object. 
THE COURT: Overruled. 
A If the Fund stayed the same, there would be - I 
didn't. consider it probable that there would be any require- 


ment for the adviser to rebate any portion of his fee to 


the Fund. 
MR. LITOWITZ: Please mark for identification 
as Exhibit 28 a letter dated July 12, 1973, from Mr. Douglas | 


Cram to the Securities and Exchange Commission. 


(Plaintiff's Exhibit 28 was marked for idert ifica- 
tion.) 
Q tire Cram, please read Exhibit 28 to yourself 
(hand iixj) . 
(Pauge, ) 
Mi. LEE: After the witness has read the letter, 


I would iopc the Court would look at the letter before it is 


ebh Cram-direct 
offercad is evidence. 
Were you the author of 1|.::hibit 28? 
Yes, I was. 
MR, LITOWITZ: I offer it in evidence, your Honor. 
MR. LEE: No objection. 
THE COURT: Received in evidence. 
(Plaintiff's Exhibit 28 for identification was 
veteived in evidence.) 
Q Mr. Cram, your letter that has been marked as 


Exhibit 28 has to do with a check that the SEC couldn't 


locate, is thet correct? 
A yes. 


Q And then you wrote to the SEC “It showed __ 


performance," 


THE COURT: Don't read it. It is in evidence sheng 


with no objection. The court can't understand why you want 
to read it. 

MR. LITOWITZ: I think the relevance of it is 
that the SHC made comments that were disregarded. I want to 
know whzt the witness' attitude was at the SEC. 

THE COURT: I will assume that he had a highly 
negative attitude towards the SEC. I think many people do. 
ZI don’t think that's very relevant to the issue. Sometimes 


some 32.5 x have such :nattitude mysclf. 
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Did you have a negative attitude about the SEC 
at the tirc you wrote this letter? 

A Yes. 

Q Did you have the same attitude when you were 
working on the proxy statement in the summer of 1973? 

A It depends upon the comment they were making at 
the ti... If I thought they were saying something that was 
stupid, tlen I certainly wouldn't hold them in very high 
estimation for making that stupid comment. 

On the other hand, some of the things that they 
have sugcested at times have been highly reasonable. I don't | 
think ,cou will find anybody that practices securities law 
that thiuks everything they do is co; rect or should be 


accepted on its face, 


4 
Q Do you recognize the name Dr. Bannister? . 


A Michael C. Bannister, yes. 

Q Can you identify him, please? 

A 1 don't really know what his story was but he made 
a sharcholder proposal in '72 or '73 and it was untimely, 
and I swuyht to have it excluded from the proxy statement 
for its untimeliness, and I believe the staff of the 
Commissivn indicated that they would take no enforcement 
action if we deleted it. 


Q fn drafting roxy statements for American Investors 
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Fund, wore you from time to time Looking at proxy state- 
Mente prop accd by other funds? 
A Yes, I considered that critical. 
MR. LITOWITZ: Please mark for identification 
as Exhibit 29 a proxy statement of the Keystone Fund, 


Series $1 dated August 12, 1971, 


} 
(Plaintiff's Exhibit 29 was marked for identifica- 


tich) 


Q Mr. Cram, are you familiar with the Keystone Fund? 


A Very superficially. I have heard of it. I wouldn't 


know anything about the adviser ownership of the investor, 
the typ: o£ fund. I am just amtaier with the name, 

MR. LITOWITZ: I offer into evidence Plaintiff's 
Exhibit 29, 

MR. LEE: No objection. 

THE COURT: Received in evidence. 

MR, LEE: I fail to see its relevance but I 
have no chjection. 

(Plaintiff's Exhibit 29 fnr identification was 

received in evidence.) 


THE COURT: This is a proxy statement of some 


unrelatcd iuad which he has never seen before? Is that wee 


sk, LITOWITZ: I haven't asked him if he has 


ever sein it before, yrur Honor. 
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THE COURT: All right, Let's get the foundation 


Have you ever seen this proxy statement, Mr. Cram? 
No. .hat I recall. 
Can you look at page 5, please. 
Yes, I am looking at it. 
The third full paragraph. 
Right. 
Q Where a comparison is made with, in this case, the 
S-4 funds and a generally recognized compilation of fund 
data which discusses relative rates of compensation and 
relative «xpense ratios. Are you familiar with any such 
studies? 
A No, I°m not. 
Q In your discussion with the SEC, did you ask if 
they knew of any studies that bore cn the relative rates 
of com:ensation or the relative ratios? 
A Yes, I did. 
Q And did they tell you that none existed? 
a io, that isn't the way the conversation occurred. 
I indiczced to the SEC that if they could find us a study we 


would Le willing to consider characterizing our relationship 


to the facts elicited in that study. The absence of a reply 


was pecha;s erreneous but nevertheless interpreted by me to 
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wt they didn't knew of such a study. 
Q In the course of your work at Chestnutt Corpora- 
tion, auerican Investors Fund, did you become a member 95£ 


any Orjunization that gealt with mutual funds? 


A A member? 


Q Or attend meetings of any organization such as 


the Inv..tment Company Institute? 

I attended meetings of the No-Load Mutual Fund 
AssOcistion which as a matter of fact I assisted in its 
incorporation as a not-for-prefit corporation under the 
New York Corporation Law. 

9 Did that organization ever disseminate information 
On a Colparative basis amonq different no-load funds? 


A NO. Let me correct that. No, not to my knowledge. 


Q Prior to the summer of 1973 did you ever see any 
study ox publication that dealt with that issue of relative 
Charges puid by mtual funds, no-load or otherwise? 

A t have seen it from time to “ime. I have seen 
compilaticas; compilations but no attempt to compute an 
average oc prevailing rate. 


iWRe LITOWITZ: I have no further questions of Mr, 


Cram at this time, 
143 COURT: Mr. Lee, you may cross-examine, 


‘ik. LEE: Thar's you, your Honor. 
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CROSS -iA.cl INAY ION 
BY MR. LED: 

) Mr. Cram, I invite you to examine page 4 of 
Exhibit: 29 and I take it the first figure appearing on that 
page -- iit. Litowitz, I am sure, will correct me Lf TI em 


Mistaken -- refers to an average market value of this 


Particuias fund of 507,000,000; do you see that? 

& I see that, yes. 

Q Well, if that purports to be the market value, 
would the size of the Fund have any relationship to its 
expense ratio based upon what you know about these funds? 

A In general there are some economies of scale. 

A larger fund would be presumed to have a lower expense 
ratio, which is implicitly recognized by the state security 
commissioners, which have a maximum permissible expense 


ratio. 


MR. LITOWIT2Z: I object. It is unresponsive. The | 


answer vais not responsive. 
THE COURT: I don't know that it is not responsive, 


I think the answer is all right but the question is soma- 


what axjyumentative. I will overrule the ob jection. 


Q Mx. Cram, I show you a document and ask you 


whether ycu recognize that document. 


THE COURT: Would you mark it for identification. 
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MR. LEE: Yes. I ask that it be marked Defendant's 


Exhibit bh. * is stipulated. 


(Defendant's Exhibit B was Marked for identifica- 


ticn,) 


i, Yes, I recognize that memo. 


MR, LITOWIT2: May I sce it, please? 


| 
| 
Who prepared it? | 
| 
I prepared it, | 


MR. LITOWIT2Z: Will you hola it one second, please? 
(Pause.) | 

Q How did you come to prépare that document? 

} 
A I believe I prepared it at your request but I 

Can't recall that with certainty. 


Q It is dated July 10, 1973. po you know the occasion 


A I believe that the proxy statement, as a result of 


| 
| 
| 
for your preparing it? | 


the proxy statement and the action sought .o be taken there, 


the same plaintiff-- 


Q When you say “action" you mean this case? 
Y y 


A This case. No. The action sought to be taken pursuant 
to the procy statement, i.e., approval of a new Investment 
Advisory Agiscement with an increased expense ratio limitation, | 


an action waz instituted in the United States District Court 


in Phitadelyhia ~- 


A-100 


Cramcross 33 


THE COURT: Are you talking about this action, this | 


Particulu.s case? 


THE WITNESS: Yes. 
A And I believe you asked me to get together some 


quick iafcermation in connection with Opposing an attempt 


to enjoin the meeting. Now that's my recollection. 
@ And that information is sct forth in Defendant's 
Exhibit eb; 
Yes. 
Which you prepare? 


Yes, that is what I prepared at that request. 


MR. LEE: I offer it in evidence. 


Just for the purposes of the record, at this point, 


| 
y Mr Honor, that was read into the record at the deposition | 
' 
| 


of Mr. Chestnutt in Philadelphia prior to the hearing before 
Judge Pioderick and Judge Broderick quoted from the infor- 
mation, which I will read into the record at this point if 
Imay, just one sentence. 


THE COURT: Well, was it prepared from the books 


and records of one of these corporat ions? 
iiR. LEE: Yes. Iwill ask hin. 
Q Vas this information, Mr. Cram, prepared from the 
‘books and .-cords of the American Investors Fund? 


A i believe it was prepared from a memorandum which 


SOUTHERN DISTHICT COURT HF ROKTERS 1 8 COURTHOUSE 


ebh Cram-cross (34 

I get ire an accounting officer of the Fund which memo- 
randua itcelf was prepared from th: books and records of 
the corporation. 


MR. LITOWITZ: Your Honor, could I ask the witness 


a few yuestions? 


THE COURT: If this is based on some other document, 
| 


that other document must be produced. | 
MR. LITOWITZ: It is largely based on this sess 
VOIR Dike EXAMINATION 

BY MR. L&TOWITZ: 


Q Was this document circulated to any of the director 


of Americ:an Investors Fund? 


A I would doubt it. It says “Rough Draft" at the top 


It was probably hurriedly prepared, 


to use in the injunction action down in Philadelphia? 
A That's my recollection. 
MR. LITOWITZ: Your Honor, I object to its intro- 


duction. 


THE COURT: Well, by his own testimony that document 


| 
| 
8 
| 
Q It was prepared at Mr, Lee's request for Mr. Lue | 


Was prepaicd from secondary sources. In the absence of 


the accounting officer's statement, I think there is no 


foundation cor that document. If it were merely a summary 


Of materiais on the borks and recorés of the American Investous 
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I : 
2 Pund iacuvporated, I would take it, but as I understand it, | 
3 he bhaced iv cn another document. i: the absence of that 
| 
4 } other document. there is no proper foundation. 
5 | BY MR, Libs 
| | 
6 i Q With whom did you confer in the preparation of | 
7 | | 
| this decument? 
8 || : ; 
i A I believe it was Mr. Thomas Coco. | 
i} | 
9 || ae | 
1 Q shat was Mr. Coco's position? | 
10 | ‘ 


Assistant treasurer of American Investors Fund, 


as I recall, 


l Q I show you the last five pages of Defendant's | 


| Exhibit b&b and ask you the source of those five pages. 


THE COURT: 


How does it happen that this document 


is net sccited in the pre-trial order? 


MR. LEE: Well, your Honor, it occurred to me that | 


asked fre Loc, on Thurs.iay and Friday when I was preparing 


7 |i | 
| this wa: the basis for Our presentation to Judge Broderick, 
| 
pe 
| and I just simply - it was read into the record on Mr. 
19 | 
| Chesnutt‘; deposition, and I just simply - it didn't occur 
} 
20 
to me tu introduce it in evidence; that’s all. I think it is 
21 || 
i @ superb sammary. > 
2 || 
| 
° | 
i admissible, 
2 || 
| int. LITOWITZ: Purther on this point, I specificall 
5 | 


‘THE COURT: That doesn't necessarily make it | 
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the pxe-cwial order, if he haa any exhibits, and he speci- 
fiealiy told me he G@idn't. 


MR. LEE: Well, I must say that you didn't advise 


me of these letters that you introduced this morning. I 


furnici.ccd them to you -- 


THE COURT: I will not take it without a proper 


showi..j 3 cause I haven't received the underlying document 
from ich it was prepared, 
Is there an open question before the witness? 


MR, LEE: Yes. The question is whether he recognizes 


the last five pages. 


fe Yes, I recognize them, 


What are they? 


| 
| 
A Well. the first of those pages is the fee schedule | 


of the Bunk of New York as transfer agent in effect beginning | 


July 1, 
Q Are you and were you familiar with that in the 
course of your duties ag secretary? 


a ves, I was. 


‘rhe next page is a statistical compilation. Well, 
the next two pages are statistical coupilations of charges 
of the Bank of New York for their services as transfer agent 


pursuant to the then ef “‘ective transfer agents" schedule. 


G What is the next page? Pie 
1 
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Was that a record kept in the Ordinary course of 


business of American Investors Fu? 


4 Yes, it was. 


0 What is the next page? 


f. And the last two pages are similarly identical 


types of schedules but for dif:erent time periods, so the 


fourth ..3 third to the last pages are the comparative 


figure, :tr'69 and "70, and the last and second to the last 


pages ure the comparative figures for 1971 and 1972, 
MR, LITOWIT%: Your Honor, I will object to the 


use of anything that precedes 1972 and the time when what we | 


refer t. .3 the old agreement was passed. 
THE COURT: Well, I think I might take that for 
whatever weight it is entitled to here, the expense history. 
Has this witness been a secretary of the corpora- 
tion? 


HR. LEE: Yes, your Honor, he was secretary of the 


corporaticna and resident counsel. 


HE COURT: All right. 
Q Was the material contained in Defendant's Exhibit B 
for identification prepared at your direction and under your 


supeivisicu and control as a corporate officer? 


A vos, it was. As a matter of fact-- 
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THE COURT: You are talking about the last five 
pages? 

MR. LEE: No, I am talking about the frat part 
of it now. 

THE COURT: You can't impeach the man. He 
already testified that he got some of it from a schedule 
which «an uccounting official of the company gave hin. 

MR. LEF: I am not sure he said a schedule, your 
Honor. 1 thought that he was assisted by Mr. Pilco. 

THE COURT: I will take the last five pages. I 
think there is a foundation for that. 

THE WITNESS: May I say something? 

THE COURT: Don't volunteer, please. Counsel will 
ask the questions. 

Q Mc. Cram, I show you data On page, the second 


page, colunencing investment advisory fee so much, transfer 


agent fees so much, and other expenses, so much, and ask you 


~ 


the scurce of that data. 


a That data would be contained in the annual report 
of American Investors Fund which is required by law to be 
sent tc shareholders each year. 


Q 4ad is that published data and printed data? 


A en, Lt ia, 


So 


ena . what year does that refer to? 
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2 ap T believe it wag -- for the year 1967, the first | 
3 | year of the 7 per cent expense raci> limitation. : 
4 Q I show you ‘ata on the third page and ask you the 
: 


sOurce of that data, 


| 
6 | A The data at the top of the page similarly was 
7 | from the annual report of the Fund to its shareholders 
i for tls. year ended December ary 2372: | 
a. The data in the middle of the page was my | 
10 computation based upon the figures the sources of which I | 
il have just given to the court. | 
a | THE COURT: Namely what? | 
- | THE WITNESS: Namely the annual repart of 1967 | 
“ and 1972, It is merely an arithmetic computation. | 
ts MR. LITOWITZ: your Honor, if I may, I have a copy : 
i of this and I have a handwritten note attached to certain | 
. of these pages which contains a Caveat. | 
a MRe LEE: It is attached. | 
" | THE COURT: You may call the caveat to his attention 
” | by way cf voir dire Af Me. tee is) on 
si “UR. LEE: In other words, Mr. Litowitz has a copy 
* | of the ducument to which I am referring. 
" | ‘HE COURT: Are you Offering it including the hand- 
ah written nace? 
" ilk, LEE: Yes 
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to 


THE COURT: Do vou need voir dire examination or 


3 | not? 
4 | MR. LITOWITZ: Yes, I do, your Honor. I think | 
5 the caveat indicates that the numbers being referred to 
. | May not be accurate, 
| nad , 
, i| THE COURT: You can ask him if you wish. That 
, would yu co the weight of the document, wouldn't it, not its | 
° i admis. ihiLity? | i 
| | 
i ‘ ‘ | 
as 1 MR. LEE: I don't think itrefers to accuracy 
it i at all. {trefers to the qualification. I woulda like for the 
oe. | 
| Witness to read the caveat into the record. | 
13 | ee eee | 
i THE COURT: No, Mr. Litowitz -1ay examine in the | . 
| | 
nature of a voir dire. He may call the witness' attention | 
6 | a nt é ; | 
| to the caveat if it is not clear what it means on, its face. | 
16 =O j 
I MR. LEE: Would you like to examine right now, Mr. 
es ae | 
| Ldtowitz? | 
18 | 
| MR. LITOWITZ: Yes. 
| 
BY MR. LITOWITZ: 
20 : ; 
Q Mr. Cram, are you looking at the caveat? 
aL 
A Yes, ns am, 
2 | 
| Q Does that indicate that certain adjustments have 
-| 
| to be made to the numbers contained in the pages prior to 
24 | 
the caveat? 
25 H 
és ito. The numbers are what they purport to be. 
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Q What is the adjustment referre) to? 


‘hat I am saying there i. that I drew a conclusion 


as to what happened to transfer agent fees, ail right? 
Now the transfer agent fees went up for two reasons: increase 


in the nunber of shareholder accounts and increase in what 


is chaiged per account. But when you give the wrong number 


you dui.‘ want to go back and say "The transfer agent fee 


schedui increased by 100 per cent." You want to say"The 
transfer agent charges increased by 100 per cent," And 
then further computations would be necessary to segregate 


which nortion of the increase was the result of higher fee 


schedul.s and which portion of the increase was responsible, 
Was Orisinated by increased number 57 shareholder accounts. 
Nevertheless, the conclusion, whatever it was, 


100 per cent increase in transfer agent charges, I stand by 


that nistier. 127 per cent. 


Similarly with postace. Postage went up from five 


cents tv eight cents or maybe to ten cents even by ‘that time, 


but the charges also went up because we had more shareholders 


to whou we were obliged to send Material.. That's what the 


Caveat incans. 


‘Mh. LEIDOWITZ: Your Honor, I still pre . the 


objection. 


iE COURT: Objection overruled. It may be received 
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in ev idence, 


(Nefendant's Exhibit R Jor identification was 


Leceived in evidence.) 


THE COUT: Mr. Lee, you may continue. 


MR. LEE: Your Honor, I would hope that you can 


read at this point the concluding paragraph. 


| 
| 
mination 
| 
BY MR. Li: 


THE COURT: You go ahead and complete the exa 


Q As a result of the tabulation that you prepared, 


Mz. Cra, during the five-year pericd 1967 through 1972, 


what was the increase in the expenses of the Fund without 


regard to any advisory fee whatever? | 


MR. LITOWITZ: I object, your Honor. 


THE COURT: Is this something where the exhibit 


speaks for itsdél£? 


MR. LEE: Yes, your Honor, but I just wanted to 


tie it in. 


THE COURT: It isn't necessary. You will be permitte 


to file a post-trial memorandum on that score. The exhibit 


speaks fo. itself and I will take it, 


MR. LEE: May I just ask this one question: 
Q is the data contained in the penultimate paragraph 


Of your wesioc:-ndum identical to the data contained in Judge 


Broderick’: opinion in Thiladelphia? 


i] 
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redirect 
MR. LITOWITZ: I object, your Honor. 


THE COURT: Well, it speaks for itself, doesn't it? 


-lu. LEE: Yes, 
‘i's 

THE COURT: Very well. 

I believe so; yes. 

MR. LEE: No further questions. 

tHE COURT: Any redirect cxamination? 

MR. LITOWITZ: Yes, your Honor. 


“XAMINATION 


BY MR. LiTOWIT2Z: 


Q 


A 


Q 


assets or the Fund jin the summer or fall of 1972? 


A 
Q 
A 
Q 


lection? 


Mr. Cram, do you have before you Exhibit 15? 


Yes, I do. 


from your recollection, do yO recall the net 


Without mwfreshing my recollection, you mean? 


Without looking at any of the documents. 


NO. 


Looking at Exhibit is, does that help your recol- 


wé@ are talking about the fall of '72? 
Ov the summer of '72, 
Liat se 73, 


(Pauuse,) 


emiiFwie Be Mie® .:.0eOC MAii1 ee MAME MMee mn TEESE igang or ar Sam ee 


| 
| 
| 
| 


but simply for clarity on the record, 


Cram-redirect 
If I may, let me show you Exhibit 24, 
I don't see it here. 
4£ I may, let me show you Exhibit 24 which has 


a table showing the per share asset value and also the 


tctal dacud ag at June 906) 1974, and Xo ask you if that 
refreshes your recollection as to how the net asset value 
Of the cid declined from the summer of 1972 to the summer 
Of 1972. 

MR. LEE: Are you talking about the summer? 

MR. LITOWIT?: ves, 

They only have year end here, 

o voes that refresh your recollection as to what 
happen LO the Fund's assets? 

NOe The fluctuations were enormous during those 
years. ‘ley continue to be enormous. Year end doesn't help 
me very wwich. 

IR. LITOWITZ: I have no further questions. 

‘HE COURT: Anything else for this witness? 

oR. LEE: No, your Honor. 

tHE COURT: All right, you may be excused, 

(Witness excused.) 


1 


THE COURT: We will take @ short recess now ane I — 


like to sk vou during the recess to do tws things. Please 


Give th. ciirk the exhibits which have been received so may 
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be marca. And if either of you have any documents which 
you do net have listed on the pre-'tvial order which you 


intend to use I would suggest you disclose them go that we 


Can expecdite our trial. Show them to each other. 
All right, we will be in recess. 
(Recess. ) 
(Plaintiff's Exhibits 1 through 10, 12, 13, 148 
ii C, 16 through 26 and 30 through 36 were received 
ii evidence.) 


THE COURT: All right, call the next witness, please 


| 
MR. LITOWITZ: Mr. Greene, please. | 
WAR woh K EEN E, called as a witness, having 
been duly sworn, testified as follows: 
DIRECT XAMINATION 
BY MR. i.LTOWITZ: 


Q State your t.sme address. 


249 Overlook Drive, Greenwich, Connecticut. 
in the summer of 1973 were you a director of the 
aa anvestors Fundt 


Yes. 


| 
| 


when did you become a director of American Investorg 
j 
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2 During the summer of 1973 were you also a director 


of Chestnutt Corporation? 
A Ye 8. 
Q When did you become a director of Chestnutt 


Corpor at ion? 


Ay I believe it was in 1967. 


iN 


Q Are you presently a sharcholder of Chestnutt 


Corporat ion? 


Yes. 


| 
| 
| 
} 
| 
H 
j 
| 


Q When did you first become a shareholder of Chestnutt 


Corporat ion? 
Around 1967. 


Have you remained a shareholder of Chestnutt 


Corporation continuously from 1967 to the present? 


A Yes. 


Q Did you attend a meeting of American Investors Fund| 


directors on May 21, 1973, at which time the advisory 


contract between Chestnutt Corporation and American Investors | 

Fund was discussed? 
Yes. 

Q Prior to that time, did you receive, as a director 


Of AMexicun Investors Fund, any literature pertaining to 


the 1 pec cent expense limitation in the agreement between 


Chestnittr oad American? 


Greene-direct (47 
THE COURT: By literature I assume you mean 
any docianent? 


MR. LITOWITZ: That's right. 


Did you attend a meeting of American Investors 


Pund on June 5, 1973, at which time the board approved 


the new oontract with a 1-1/2 per cent expense limitation? 


Yes. 


Q Between the period May 21, 1972, and June 3. 4972, 
did you veceive any document fromm anyone respecting the 
change in expense limitation? 


a Not that I can recall, 


0 To the best of your knowledge, prior te June 5, 
1973, was any document prepared by anyone and circulated 
to fund directers respecting the 1 per cent limitation? 


A No. 


1) ‘to your knowledge was any such document prepared 


but net civculated to funda directors? 


Q Now is it correct that you voted as a director 


of Amecican Investors Fund to increase the expense limitation 
from l per cont to 1-1/2 per cent? 
4 ‘inat's correct. 


G Could you tell us the factors that Caused you to 


| 
| 
| 
| 
A iione was prepared to my knowledge. | 
| 
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vote tui the increase? 
Ves. 
Ad Would you enumerate them, please? 


A The main factor was that the tight 1 per cent 


limitation could put Chestnutt Corporation in the position 
of undeiwriting future expenses for the Fund to the 
financiut detriment of Chestnett Corporation. 
2 By that do you mean that there was a chance 
that Chestnutt Corporation would have to make a rebate to 
the Fund under the 1 per cent limitation under the egreement? 


A No. By that I mean that if you had taken the | 
worst c.< situation whereby a very drastic decrease in the 
net ass:t. value of American Investors Fund shares or net 


asset value of American Investors Fund would go down to 


a substantial extent, it would, in my view, jeopardize 


Q I show you Exhibit 4, which is the Advisory 


| 
| 
the abisity of the investment adviser to function. | 
| 
| 
| 


Agreement in effect between Chestnutt and American Investors: 


that wi in effect in the summer of 1973 and I ask you if you | 


underst 2.4 when this would have expired by its own terms? , 
THE COURT: Are you asking him for his present 


understanding or his understanding in the summer of '73? 


tt had an exriration date on it which would have 


| 
Q Your understanding of that in the summer of 1975. | 
i 
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expiiicd is: about another year. 


.’ Txhibit 4 is the u.gi..ment under which Chestnutt 


Corporation operated with America Investors rund, is that | 


correc? 

That's correct. 

9) And with a year to go a vote was taken to increase | 

the c.pense Limitation, is that correct? 

That's correct. 

THE COURT: When did that agreement expire, just 
for the record? 

MR. LITOWITZ: Your Honor, by its terms it 
expire: che day before September 1, 1974, but the provision 


of the ijreement is such that the fee is payable for the 


full quarter prior so the effective rate of compensation 
under this agreement would have started July 1, 1972, and 
it wouid have continued for eight successive quarters, 

THE COURT: Do you agree with that? 

MR. LEE: I am lost at one thing he said. I think 
that it is a contract and it speaks for itself, 

THE COURT: Perhaps it does, but you see this issue 


has been « source of confusion for the court in various 


pre-tiial discussions that we have had, and I would like 
to get ,ou.r respective corm entions clear in my mind. 


A I underst:.nd it the plaintiff contends that the 
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- 


agreer..t by its terms expires Auaust 3lst but then ft dian t| 


quite absorb the meaning of the execoption. 

MR, LEE: The agreement by its terms, your Honor, 
was to have expired June 30, 1974. 

THE COURT: All right, It is a matter of dispute 
then. You may continue the examination. 

@ Mr. Greene, can you tell us what events occurred 
betwee. the time of September 1, 1972, when Exhibit 4 
went into effect and May and June, 1973, when you voted 
On incicasing the expense limitation? 

A Could you give me an idea of what kind of events 
you are calking about? 

Q Events that caused you to vote to increase the 
expense limitation. 

A I already gave you my reason for my - my primary 
reason [for - 

THE COURT: He is asking you whether any changes 
in circumstance took place between the date of the agreement 
you acv iuiding in your hand, Exhibit 4, and the occasion 
during :i.c summer of 1973 when you concluded that things 
changed. 

th there were no events. 
iti, COURT: Didn't the market go dow? 


INE WITNESS: I can't tell, sir, from the exact 
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point: icce, without refreshing my memory. 


TWF COURT: All right. 


he Mr. Greene, I show you Exhibit 15 andask you 


if this refreshes your recollection respecting what happened 


to the uct assets of the Fund during the period when the 
old aqgceement was in effect or put into effect and the 
summer st 1973 when the expense limitation was changed? 
8 This indicates on June 30th the Fund's assets 
were aj.picximately 146,000,000. 
THE COURT: Of what year? 


THE WITNESS: 1973. 


Q And does it further indicate that on January 2nd 
of 1973 the Pund's assets were over $210,000,000? 
A That's correct. 


Q Do you recall whether in Septembe~ of 1972 the 
assets were higher than $210,000,000? 

A On which date? 

0 September, 1972, 

A Judging from this January 2nd figure, 1973, I 
would .ssuise that they were higher. 

Q Now, was the drop in the net asset vaiue of the 
Fund c..: oc the factors that you considered in voting 


to cha .je the expense Limitation? 


Pa there is no cuestion in my mind that the fact 


Carr we oe Meet. rer Keio et ee et es me EST ag Ser isin! ar UR an Tene 


L:hibit 14B was typed by Mc. Lee. It was just typed 


| A-119 
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1 | bh Greene-direct. ‘$2 
| cross ea 
a that t..: Qund had dropped down wa; going to and had been 
| , | 
3 | puttin. preesure on that 1 per ce.t limitation in as much as | 
| other uxpenses that we had no control over were rising; yes. | 
1 | 
5 | Q In the summer of 1973 dia you form an opinion 
} 
6 } as to i:cther a rebate would be due if the 1 per cent limi- 
i 
7 || tation stayed in effect? | 
| 
| 
8 } Pe in my opinion at the time it was that no rebate 
9 | would :.c due, | 
! ' | i 
10 | MR. LITOWITZ: I have no further questions, your Honor 
| 
11 THE COURT: Any cross-examinaticn? | 
2 | MR. LEE: Do I understand that mr, Litowitz has 
13 put int: -vidence the entire deposition of Mr. Greene? | 
4 MR LITOUITA = ‘Yes. 
15 MR. LEF: So that we may deem the entire deposition | 
] \ 
ig | din evidence? 
" } THE COURT: Yes. | 
| 
8) CROSS=H:4/:UNATION 
| ! 
| 
ae | BY MR, iiL: 
20 i 
i Q ‘ir. Greene, I show you Exhibit 14a and B and ask 
| y 
| 
= | yOu whe. wus the first time you saw that exhibt? 
i ® 
2 | : 
| AiR. LITOWITZ: Excuse me. If I may just note 
| pe rye 
as for the cocord so that it is clear, Fxhibit 14A was a documen 
xm | 
| that existed prior to the Litigation. 
3 
| 
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SO it -cwi@ be used by the parties to this litig ‘on. ts. 
Chat covrcet, Me, Bee? 
MR. LEE: That's correct. 
THE COURT: All. xvight. 
A I saw this document on the occasion of our 
Girectors' meeting. 
THE COURT: Are you talking about 14A now? 
THE WITNESS: 14A, 
Q On what date? 


A June 5,. 1973. 


Q Who prepared that dscument? 


A Mr. Eugene Ulrich. 

Q And Mr. Ulrich is a director? 

A Yes. 
| 

Q Now,. Can you tell us what that document represents?| 


MR. LITOWITZ: I object, your Honor. The document 
speaks ic: itself. 

THE COURT: Well, does it? Hand it to the court. 

(Pause.) 


‘HE COURT: As to 14A, I will permit the witness 


to ansvrn 


4 {t is a listing of no-load mutual funds which haa 
assets sver $100,000,000, and it has in columnar form the 


number ct vnareholders in each fund; another column is 


a ¢: 8 SF 
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entiticd "Turnover"; and another column has expenses as 


a per cent of assets, and there i: one other colum which | 


is a fcc ychedule for each of these funds. 


Q Now, at the time that you saw that at the 


directvo.s' meeting, what was it, if anything, that you con- 


sidere.' siqnifiecant about that Figure? 


ray 


It is significant that American Investors Fund | 
has u t..cvernumber of shareholders in relationship to net 
| 

assets than the other funds listed on this page. | 
Q In the course of your work as a director cf 


American Investors Fund and of Chestnutt Corporation, have 


you eve: aetermined what the cost of a particular st ockholder| 
accounc :3 On the books of the Fund? | 
A The cost is approximately $6, 
4 H 
THE COURT: Per year? | 
THE WITNESS: Per year, sir. 
Q That is for each shareholder? | 
A es. 
HE COURT: That includes the adviser, does it? 
THE WITNESS: No, sir. Those costs include the 
Bank or 


expensi:., printing expenses, postage, et cetera. 


W hut is the largest of the no-load funds, Mr. Greene 


dey York charges for transfer agency work, mailing 
A ‘t. Rowe Price, a common stock fund. | 


Li] 
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THE COURT: You are talk ing ae of ‘73, sitaiiaead 
MR. LEE: I will defino- 
be Was that so in mid-summer of 1973? 
I believe so, 
ce And approximately what were the assets? Would you 
like to look at this exhibit? What were the assets of 
T. Ru. fCriece at the time? 
THE COURT: If it is all on the exhibit, I will 
take it. vou don't need to go through that. 
MR. LES: Very well. 


Q During ycur experience as a director, Mr. Greene, 


has the i sard of directors of the Fund given any consideration 
to the :.cter of the small shareholder accounts? 
A Yes. 


Q And what has been done in that regard while you 
have heen a director? 
A The first action taken was to raise the minimum 


amount thut a new investment could start an account with the 


Fund. 

Q) nd when was that taken? 

A £ don't recall the exact year. I believe it was 
4m 1970 

) “nat was that minimum? 


n wi Gre was no srevious minimum. An investment could 


es F 8 & 
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start Ly Iuying $1C worth of the Fund's shares, or any 


amount, Lut as a result we were collecting many, many 


very Siiall account: which were not economical in relationsh 


to the costs of carrying those accounts. 


As a remedy, we instituted the $400 minimum, 
Q Are you familiar with the general practice in 
the investment company industry as to account minima? 
THE COURT: Is that relevant to this case? we 
have ts take it the way we find it, don't we? All parties 
to this litigation have to take the situation the way it 


stood. 
MR, LEE: Very well. 


THE COURT: I will permit you to make an offer of 


proof with respect to it if you necd it to complete your 


record. 


MR. LEE: No, I don't believe it is necessary. 


It was just information for the Court. 


Q Did the Pund take any other steps in connection 


with the small shareholder accounts? 


“ 


A \es. The Fund also was concerned with the number 
Of accouncs which had less than five shares. 

inese very small accounts resulted sometimes 
from peopic buying a large amount and then redeeming and 


leaving « vuther small »alance, so at one point down the 


| 
: 


Sete einen antenna 


nr 
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i 
redirect 
Line 


acecimts ond the shareholders wer: ,ent a check for their 


balance. 
Q And when was that? 
A I don't recall the exact year. I think it was 


1972 hit I'm not sure. 


a Has the Pund taken any other $ in that 


A Yes. Last year we proposed that shareholders 


who held 50 shares or less - rather, those who held less 


than 50 .whares build up their account to above that amount 
or they «.culd be redeemed and sent proceeds for that amount. 
Q During the period 1970 through 1973, and speci- 


fically snune 5, 1973, the date of the directors' meeting, 
has the question of expenses and shareholder account size 
been discussed at directors’ meetings? 
2. Yes. 
MR. LEE: No further questions. 
THE COURT: Anything else of this witness? 
NR. LITOWITZ: Yes, your Honor. 
REDIRCC. EAAMINATION 
BY MR. L&ToUrTZ: 
Q ii. Greene, I believe you testified that American 


Investsi.: und had « lirger number of shareholders in relati 


‘lc Loard authorized the redemption of these very small | 
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to ity icc assets than the Other funds indicated on 14A, 
Exhibit 14h, is that correct? 
That's correct, 
Q Now, is that something that only happened after 
the suiwnoex of 1972? 
A No. I think it was - that relationship existed 


for sciic cime because we didn't have a minimum investment. 


So then if that situation did exist under the old 


Advisoxy Ay ‘eement it was voted on in the summer of Lo7s, is 


that correct? 

A Yes, 

Q You indicated, I believe, that it cost about $6 
to maintain an account? 

A Yes. 

Q At what ti. vag this study made that indicated 
it cost So per account? 

A it's been my understanding at least for the last 
two years, perhaps even longer, that that was the average 
Cost per account, 

Q bid the price of Maintaining an account increase 
dramaticaily from the summer of 1972 to the summer of 1973? 

THE COURT: *'73? 
Ni. LIMOWITZ: Yes, 


« don't think it increased dramatically but 
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might } ..< been some increased costs from the Bank of New 
York tur handling. Certainly the rostage alone was 

@ substauitial increase. You see, that would include - 


that poscage would be included in the $5 charge and that, 


I belicve,did increase in that period, 


Q You indicated that in about 1970 an attempt was 
Made ©» cuise the minimum amount of investment? 
S - We proposed that those shareholders would have 
to have ut least five shares or more. 
Q I'm sorry. I thought there was a discussion of 


a $400 minimum, 


A That's right. That was in 1970. 


Q Can you explain to us why that was done in 1970? 
A ves. As I mentioned before, we were picking up 
many, Many small accounts that couldn't pay or couldn't be 


economical. 


| 


For example, if someone invested a hundred dollars 


into the fund and the average costs, excluding the management | 


fees, \/:ie approximately $6, that would mean that our expense 
ratio cn that particular portion of the assets would ee 


6 per cci.t, so we wanted to get it up to where we coule 


accept ucw accounts without having tos much effect on the 
expense .acivo Limitations. 


C . snd the directors were aware of this preblem in 
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recross 
is chat correct? 


Yes. 


Q Were they aware of this problem in 1972 when they 


put into effect the agreement of the 1 per cent expense 


Limiteablic.2 


I was aware of it. 

MR. LEE: That's a misstatement that expense lLimi- 
tation since 1967. 

THE COURT: Well, wasn't it 1972? 

MR. LEE: There was a new aqreement 


has been a new agreement every year. 


THE COURT: When the 1972 agreement was passed, 
of coui.:. they were aware of it, isn't that so? 
THE WITNESS: Yes. 


MR, LITOWITZ: I have no further Questions, your 


THE COURT: Anything else? 
RECROSS i) AsMINATION 
BY MR, bits 
Q ik. Greene, during the time you have been a directo 
of the wuad, how often has a new Investment Advisory Agreemen 
been entered into? 
woo year. 


=nd what has deen the term in years of each 
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Investucuc Advisory Agreement? 


Two. 


Q So that in each year since you have been a director 


of the Luud the Investment Advisory Agreement has been 


renewe! ..ch year although it had@ one year to run, is that 


Correct ? 


That's correct, 


So that it was chanced or a new agreement was 


adopted «ith a new expiration date one year prior to the 
e“piration of the old one? 


A That's correct, 


MR. LEE: No further questions. 

THE COURT: Anything else of this witness? 
MWR. LITOWITZ: No, your Honor. 

THE COURT: All right. you are excused. 


(Witness excused.) 


aR, LITOWITZ: I will call mr. George Chestnutt. 


A. CHESTNUT T, caAliea as a witness, 


having been duly sworn, testified as follows: 


DIREC? Lio. fINATION 


BY MR, Lire: 


“t.te your residence address, please, Mr. 


Chestnutt 


‘t+ Lake Averue, Greenwich, Connecticut, 


SOUTHERN OISTH CT COURT REPCaATERS U.$. COURT *OUSE 


Chestnutt-direct 62 
Are you a shareholder of Chestnutt Chcpaeweanae 
Yes. 
And were you a sharcholder of Chestnutt Samorsbind 
suuamer of 1973? 
Yes. 
At that time what percentage of the outstanding 


shares «> Chestnutt Corporation did you own? 


Approximately 47 per cent. 


| 
Q Do you recall what you were receiving as com- | 


pensatica from the Chestnutt Corporation Guring the year 1973? 
MR, LEE: I object to this, your Honor, as being co 
THE COURT: Sustained unless it doesn't appear in | 
the annu..t statements. I don't see how it is relevant whether 
he was c. -siving a million dollars. 
MR. LITOWITZ: It doesn't appear in the statements. 
THE COURT: I will sustain the objection unless 
you can jive me a showing. I assume the man was getting 
a sala.y from the company and was making some money for his 
time aid 2ffort. I don't think it is relevant how much. 
MR. LITOWIT?: I think the amount is relevant, 
your Huuci An issue might be whether the adviser was 
in a position to carry on or if they were going to have 


to Make au. epate. 


oe COURT: I don't know that that issue igs being 
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tendcvcd to me here. 
te it, Mr. Lee? 
MR. LEE: If I understood him to say as to whether 
the adviser coulda Carry on or be rendered insolvent, I 
don't ciu.k there was the threat of imminent insolvency; no. 
THE COURT: Don't lets qualify it by the use of 


the wois “imminent, " 


Are you contending or do you intend to contend 


that if chey had not continued at the old rate, the Cheetnutt 
Company would have been rendered insolvent? 
MR. LEE: We do not contend that it + ild be 
render:.i insolvent. 
THE COURT: Or would have been prevented from 
performance by lack of money? 
MR. LEE: 
considerably. 
THE COURT: I will have to withdraw my ruling. 
Objectisa cverruled. 
@ ould you state the compensation you were receiving 
from Che staatt Corporation in the summer of 1973? 
2 .@ll, of the order of about $79,000. 
Q end dO you recall the approximate amount of 


Compéins.t ica you were receiving from Chestnutt Corporation 


in 19722 
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three ycars preceding, was your compensation from Chestnutt 


Corporat 
& 
was 135, 
entire 
sharp. 
a subsi.c. 


sno that 


,varz it was for only a few months and then it dropped 
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I think it was about the same, 


In the years prior to 1772, ana possibly for the 


iun higher than $79,000? 


The highest salary rate that I ever reached 


060 annual rate but it wag not sustained for the 


ack down and I might point out that of that amount 


utial amount was reinvested in shares of the company 


money didn't deplete the assets of the company but 


went riqut back into additional shares of the company. 


Q 
when you 

A 

Q 
Or less 
$80,000 


A 


DO you recall approximately when that point was 
“eached the 130,000-plus salary rate? 
{ think it would be in 1968 or 1969. 
And from that period down to 1972 was it more 
a gradual diminution from 130,000 down toward the 
rate? 


Wairly sharp. I wouldn't call it gradual. It 


didn't sccm gradual to me. 


Q 


wid it ever go below the $80,000 level prior to 


-ad tt what point was that? 


‘Mt sOrry but I said yes before you said prior to 
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1972. ic { mean my mind was not right with you. 


T think it was after 1672 that it dropped below th 
Q SO your salary ranged from 130,000 in about 1968 


down to i), in the period 1972 to 80,000 or below, is that 


correc... It never fell below 80,000 prior to 1972? 


A I think that - if you want the exact facts they 
are obtcinable. You are asking me to recall something 
that £ ... not quite Certain of and I think if it really 


means anyching we should find out precisely how much salary 


I got ciuch year and put it in the record, 


that my recollection of exactly how much salary I got each 


of theic tears is not very fresh, 
MR. LITOWITZ: Will you stipulate it? 
MR. LEE: We will so stipulate, 
THE COURT: What are you stipulating? 
MR. LEE: We will stipulate that Mr. Chestnutt's 


salary aida income from Chestnutt Corporation for the years 


that Mr. Litowitz wants, 


“Re LITOWITZ: Will you provide that for us and 


read it incon the record tomorrow? e 


MR. LEE: I don't know whether I can get that that 


Quickly buc I will try. 


vil: COURT: All right. 


wm 


id there come a time when Chestnutt Corporation 
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investud in Cascade Airways? 


Q When, approximately, was that? 

THE COURT: I wonder if we are getting a little 
far aricvtid here. I take it Chestnutt Corporation is not 
a publicly held company ane it belongs to this witness 
and clic. persons? Unless there is a claim of insolvency 
on the pact of Chestnutt Corporation I don't intend to try 
its internal financial affairs. tt looks to me ag if he was 
Making ac least $80,000 most years during this period go 
if he can draw that kind of salary the company was not in- 
sclvent «4. threatenee with insolvency. 

MR. LITOWIT2: That's the point of this. I have two 
slight crfers. One was an investment in Cascade Airline 
and the cther is an investment in a building. 

THE COURT: Can't we have a stipulation as to the 
net woith of the Chestnutt Corporation? 

MR. LEE: The financial statements are in evidence, 
your Hoior. 

UHE COURT: Of Chestnutt Corporation? 

IIR, LEE: Yes. I furnished them to Mr. Litowitz 
months ojo. 


Tain, COURT: Hand them in. 


HR, LITOWITZ: There is a statement of net worth. 


tr 
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It is is: che record already. 


| 

eae | 

THE COURT: Pass the reco.4 to the clerk if it is an 
exhibit. | 


MR. LITOWITZ: I think it is Exhibit 16. 
THE COURT: Please understand, I don't have any 


| 
| 
| 
| 
exhibits before me up here on the bench except for 29 and 25, 


MR. LITOWIT2: Your Honor, Exhibit 16 is the 


full 


| 
| 
(vu. statement for the year preceding the change in 


expénsi. .imitations. 


| 


THE COURT: All right. Certainly the exhibit justi- 


fies the conclusion of sOlvency, doesn't it? 


| 
-| 
MR. LITOWIT2: Your Honor, I would contend that | 


the conp..sny is very solvent. 


THE COURT: You don't dispute that? | 


MR. LEE: The company has lost money in the calendar 


| 
year ‘7/4, 

| 
THE COURT: But in '72 -- 


MR. LEE: Its balance sheet shows a considerable 


net worth, and -- 


THE COURT: '73 is substantially the same net worth? 
MR. LERs 732 
iii LEB: Yes, 


| 

‘iE COURT: Yes, 
‘12 COURT: I have '72., | 
! 
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MR. LEE: '72 is substantial in its net worth, iG 
THF COURT: All right. L.t's gO on to something 
else. | 
Does Chestnutt Corporation owa the building in | 
| 
| 
| 


which it vperates? 


A Yes, 


Approximately how larae a building is that? 


11,700 square feet Of usable space. 


Q And approximately what percentage of that is used 

by Chestnutt Corporation? | 
A ALL of it. | 

THE COURT: Where is this office? 


THE WITNESS: Greenwich, Connecticut. 


Q Vas that building built by Chestnutt Corporation? 
A Yes. 

Q When was it built? 

A {fn 1965, finished in 1966 for the major part of it, 


One flu. in back was added the following year. | 


\) «nd on how much Land is that building set? 


‘HE COURT: No more about the building. I am prepared 


to find chat the Chestnutt Corporation had a net worth of 


appre xi.uccty $3,000,000 as per its books during the 


P@lewiiu period. Ié they come forward with my proof to 


the centvcas, ¥ wilt permit you to rcopen the question. 
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| 
2 || MR. LITOWITZ: I have no turther questions of 
i | 
3 ! this witihcee, your Honor. 
4 | MR. LEF: Just for purposes of cross-examination 
5 | now, cad £ will call Mr. Chestnutt subsequently but, Mr. 
I | 
| { 
6 | Chestivct, I will limit myself to cross-examination. 
7 | eROSS-"x: 1 TMATION | 
. | BY MPL LE: 
: What is the largest number of employees that 
a | Chestnutt Corporation has had to the best of your recol- 
1 Lection? | 
12 | 
| A Approximately 110. | 
| 
| 
' 9 .t the end of 1974 what was the total number of 
14 
H eMplovirr. 2 
i A. Approximately 37. 
6 | ‘ é 
i} Q When Mr. Cram left Chestnutt Corporation in 
i | 
y | : : 
mt Septem cr, 1973, to go to Pepsico, were you informed whether 
18 || ; : 
i he lect, whether he received a larger salary at Pepsico 
| ¥ Pp 
a ! than he got from Pepsico Corporation? 
* i és, I was. 
21 | 
| “4K, LITOWITZ: I object. 
ee 
{ { 
i THE COURT: I don't see the relevance. Mr. Cram was | 
3 | 
| here ami inc could have been cross-examined as to his motiva- 
2A * . 
tion Ei, leaayv ing. 
5 


ik, LEE: Verv well. 


to 
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Fowler-direct 
THE COURT: I will let you complete your record. 


What is ine answer? 


MR. LEE: Well, he answered that he was informed 
that he sot a higher salary. 

THE COURT: At Pepsico. 

MR. LEE: At Pepsico, yes. 

No.further questions cn cross. 

THE COURT: You May step down, 

(Witness excused.) 

MR. LITOWITZ: I’will call mr. 


Frank Fowler to 


the stand, please. 


PR A. « G. FOWLER, called as a witness, having 
Mec duly sworn, testified as follows: 
DIRECT UXAMINATION 


BY MR, (£1 OWITZ: 


Q otate your home address, please, 
A South Salem, New York. 
Q ‘ir. Fowler, can you tell us the circumstances 


under \nic!l, you became a director of American Investors Fund? 


vne of the directors, Mr. Sabel, is a neighbor 


Of Ming -- vas, he isn't now -- and he asked me if I would 


be inteucest.d in becoming a member. And I said yes, that 


I woula. 
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ei 


Can you tell us what happened next? 


Well, I was introduced |;. Mr, Chestnutt, and 


shortl, thereafter I was elected a member of the board. 
Q Prior to being asked by Mr. Sabel, had you ever 


se€rvea ., a director of a public corporation? 


A No. 


a To this date, have you ever served as a Jirector 


Of a puLiic corporation? 


fh No. 

G Did Mr. Sabel discuss with you what your Cuties 
were as i director of American investors Fund and what 
those ‘4i.ces would be? 

A Oh, I'm sure he did. 

Q And to the best of your recollection, what did 


‘ 
he explain to you about what your duties were? 


A Well, it is rather broad a question, I think. 
Can you l:: more specific? 
Q Well, let me approach it a different way. 


ifter becoming a director, did you read anything, 
Or try tu somehow ascertain how you were to function as 


a directicr of American Investors Fund? 


w “sui you tell us what you read or what you did 


to learn about your jobas a director? 
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Well, I read all the prospectuses and proxy state- 


ments, al. “ome manuals on such -i..ngs as investment 


services, 


Did you ever read a study known as the Wharton 


The Wharton Report? 
Yes. 


No e 


Q By that I am referring to the Wharton School of 
Finance and Commerce, a study of mutual funds issued in 


1962. Nic you ever hear of the Wharton Report? 


Y have heard of the tharton Business School 
oc gaw that) report , 

Q Did you ever read the sc report on the public 
policies economics of investment company growth issued in 
1966 by the SEC? 

A I don't recall. 

Q Did you ever hear of such a report? 

Would you mind stating that again? 
VHE COURT: He says he didn't read it. Whether 


he hearu ot it or not is irr 


elevant, Let's -go on to something 


else, 


Do you know what law governs the American Investors 
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Well, of course, the SE7 hag great control over it, 


7) To there a particular ¢:.iute under which 
American Investors Fund operates, to your knowledge? 


Well, our charter and so forth is approved by the 


Have you ever heard of the Investment Company Act 
Of 19AuU? 
I have, 
Q Do you know whether the American Investors Fund 
has filed with the src Pursuant to thet Act? 


A I don't recall that. 


} 


a) Did you ever read the Investment Company Amendments | 


Act of 1970? 


A r don't recall having done that. 

Q Are you generally aware of the fact that in 1970 
some amcndments were made to the Investment Company Act? 

A i'm sure they were Drought to our attention, 


as a menber of the boara. 


Q ‘re you a director of Chestnutt Corporation? 


Wd. 


Q Do you know which of the present American Investors 
Fund aiccccurs are directors of Chestnutt Corporation? 


Il believe so, 


faa you state who those persons are? 


Sane enter atotceerrartetnamsiownnseinentntteeocitic=tstnssbimaenenanesen 
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On the board cf Chestnutt Corporation? 


Za Se 


Chestritt. 


Mr. Greene, John Currier, Mr. Lee, of course mr, | 


2 DO you know which American Investors Fund directors 
| 

are sharcholders of Chestnutt Corporation at the present time? 

B Well, the ones that rx have just mentioned are 
sharelidirs of American Investors Pund,. | 

2 Are they also shareholders of Chestnut Corporation? 

A No, not all of them, 

Q De you know which of the american Investors Fund 
directo; are shareholders of Chestnutt Corporat ion? 

rN That would be Mr, Currier, Mr. Lee, and of course 
Mr. Greene and Mr, Chestnutt, 

Q Now back in the summer of 1973 when you were 
voting sn increasing the expense limitation, did you know 
at that time which of the american Investors Fund directors 
were also directors of Chestnutt Corporation? 

4 i did, 


Q “nd who were the directors at that time of American 


Investors fund that were also directors of Chestnutt 
Corperiaticn? 


tia. Greene, Mr. Chestnutt and John Currier, and 


Sabel, 
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At that same time in i°73 did you know which 
of the Aucrican Investors Fund di.« tors were shareholders 
of Chestautt Corporation? 
A Excuse me? Isn't that the same question? 


2 No, the other related to who were directors 


of both American Investors Pund and Chestnutt Corporation, 


Now I .. ‘sking you which of the directors of American 
Invesi.., Pund were also sharcholders o£ Chestnutt Corporation? 
A Well, it would be Mr. Chestnutt, Mr. Greene and 
Mr. Sabel and Mr. Currier. 

Q Now those four gentlemen, were they shareholders 
or dirctors or both in the summer of 1973? 

A I think they were hoth, 

Q can you explain how the current rate of conpenwabiteal 
is paid by American Investors Fund to Chestnutt Corporation? 

A Yes. It is on a sliding scale on the first million 
they g.t 6/10 of 1 per cent, on the second 50,000,000 


they get 6/10 of 1 per cent and then I think it goes down 


to 4/10 fs: anything over a hundred million dollars, 


the expense Limitation worked? 


A Yes. 


ie) “aa you explain how that worked? 


wGll, that would be the expense of administering 


| 
| 
| 
Q) fn the summer of 1973 did you understand how 
| 
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the bu.) by the adviser, and of course at that time things 
were ycinq up terribly so while i> was at that time 1 per 
cent -- in other words, there was only really 2/10 of 
1 per cent really for Operating or for expenses of the 
Fund which is mighty small. 

Did the expense limitation work in such a manner 

s-cenutt Corporation could he called upon to make 
"Oo the Fund? 


Would you ask that question again, please? 
y g p 


MR. LITOWITZ. Could you read the question, 


THE COURT: No. Prame it again. 
As I understand it, you are not a lawyer, 
PHE WITNESS: No, sir, I'm not a lawyer, 
THE COURT: Reframe the question. 
Q Did yo! understand that if the expenses of the 


Fund gvt too high that Chestnutt Corporation would have 


to give uowe of its fee back to the Fund? 


a hh, yes. 
a ond at what point in 1973, under the old agreement 
that wa; ia effect, at what point would that rebate come? 
.t the end of the year. 
if how were the calculatisns made? What would 


-arlables that would be considered? 
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MR, LEE: I object. 
TH™ COURT: Sustained us .. form, 

@ Did you understand the components that must be 
looked 2t in computing a rebate under the 1 pec cent ex- 
pense it .itation? 

MR. LEE: Objection. 

COURT: He can answer it yes or no. As I 
undeisiand it, this witness is an enqdineer, a consultant to 
Municip: Lities, and if hi expertise runs in that direction, 
he may answer the question. 

Objection overruled. ‘ou May answer the question. 
you asked me if I was familiur with -<- 


MR. LITOWITZ: Would you read the question, 


THE COURT: No more reading of the question. 


iow Question, 
“ould you explain the components that must be 


examined to compute therebate under the 1 per cent expense 


limit ahion? 


‘ad what were the components? 


1 


Vell, it is baged entirely on the number of 


shares idc.: we have, our gross assets, and our expenses. 


a {.. the summe: of 1973 dia you believe that Chestnutt/ 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 


Powler-direct 78 
cross , 
Ct.n Charged a higher fee to American Investors Fund 
pat ofher advisers charged .«:t other no-load funds? 
No. 

G In the summer of 1973 did anyone discuss with 
you th... the SEC wanted a statement to that effect in the 
proxy ;(.tement? 

i don*t roeall it, 

MR. LITOWITZ: I have no further questions at 
Chie tica, 

THE COURT: Anything else from Mr. Fowler? 
CROSS =") %-.MINATION 
BY MR Laks 

“ce Sabel a director of Chestnutt 

Corporat ivon? 


A I believe he is. 


Q Is Mr. Chestnutt a director of Chestnutt Corpora- 


Yes, sir, 
12 «nd Mr. Greene, is he a director of Chestnutt 
Corporat itn? 
Jes. 
s Aud is Clendon Lee a director of Chestnutt 


Corpu. atic. 
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I understood you to say, I believe, but I'm not 


certain, did you say that Mr. Caursicr was a director of 


Chestiict Corporation? 


It is possible I dia. 


MR, LITOWITZ: I object, your Honor. 

THE COURT: F.@ was just asked his best knowledge 
as to .!t.ccher he was a director or net. As I understand iz, 
this . itiucss is not a director cf Chestnutt, is that 
Ccorrecc? 


THE WITNESS: That's Correct. Not at) att. 


MR. LEE: I just want to be sure what his testimony 


THE COURT: His testimony was that Me. Currier 
was but that may not be the best evidence of whether Mr. 
Currier is or not. It is just his understanding. 

Q Is that your understanding, Mr. Fowler? 


MR. LITOWITZ: I object, your Honor. 


‘THE COURT: He can say whether that is his 


undersi. ating. 
that he isa director? 
VASe 
i helieve he is not a director. 


+HL COURT: Didn't you just tell us that he was? 


"iE WITNESS: [ thought he was but I am just trying tpb- 
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2 MR, LEE: No further questions. 
| 
| THE COURT: Anything els-? 
4 1 MR. LITOWITZ: I have nothing further, 
i | 
5 | THE COURT: All right, you may step down. | 
an (Witness excused.) : 
mee MR, LITOWITZ: Your Honor, the plaintiff has | 
| 
8 | 
no fuirii.: evidence at this time. 
9 | . tes | 
THE COURT: All right, the plaintiff rests. 
10 | 
MR. LEE: First I call Mr. Eugene Ulrich. 
| | 
12 ; ; sl 
20GB wt £ A. ULRICH, called as a witness, hav ing) 
ae 
| bei duly sworn, testified as follows: | 
4 || | 
DIREC! 1...AMINATION | 
15 " | 
bo BY MRe Qube. | 
16 || 
| G Mr..Ulrich, what is your occupation? | 
7 || | 
A Right now I'm financial vice president of the | 
8 | 
| Bato Cuspaay, Ine. | 
19 | 
| Q And what is the Bato Corporation? | 
i 
2 | : nea | 
‘ “@ are manufacturers and distributors of newsprint. 
Zh) 
| Q ‘jould you outline briefly your ea@cational back= | 
2 | . | 
| grounn? | 
2 | 
A Cceduate of Dartmouth College, Master's in business 
| adminisl.ticn from the Amos Tuck ¢chool, and a CPA. | 
25. || 


tt los 


H Q ‘;culd you outline briefly your business experience? 
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After being in the Navy 1 had 11 years with 
Arthur éndevion & Company at whic:: , oint I was a manager. 


I then joined Sinclair as director of internal 


audit. 
THE COURT: Sinclair Oil Company? 
THE WITNESS: Yes, sir. 
bs On the merger of Sinclair I became the comptroller 
Of the £. Oi1 Corporation. 
Q That is British Petroleum, is that correct? 
A 


British Petroleum is a parent of the BP Oil 


Corporation. 


On leaving BP I became assistant comptroller of 


Americ sirlines, in June of 1974 r joined the Bato Company. 


Q {n the course of your work with Arthur Anderson 


Company did you become familiar with regulated investment 
compan ic: ? 
A Yes ° sir e 


Q ‘hat was the nature of that familiarity? 


2. { was auditing manager on several regulated 


investiicnt companies includine National Investments, Pine 
Street. bund, and all of the captive funds, U.S. Funds of I0S. 
Q 43 being the Swiss enterprise? 


ae Serb 


‘ike yOu ever engaged in the audit of the Swiss 
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2 |) SOrporut ons? | 
3 1 a No, sir. The funds that rf audited were individual 
| 
4 funds that were set up and registered under the SEC Act 
5 | and where fully legal from all United States standpoints 
! 
6 | of the Llu. to the best of my knowledge. 
| 
7 Q I take it that your work for the I0S domestic 
\ 
8 | fund tas uot been called into question so far as you know? 
9 } sn aks right. | 
\\ | 
ae Q fin the course of your work with investment companies 
1 did you recome familiar with the expenses of investment 
| 
2 } companies and the conduct of their affairs? | 
13 1 A fea, gir, 
“i Q Approximately how long were you engaged in working | 
18 On the audit of regulated investment companies? 
| 
* | A It mist have been over a period of five or six 
7 | 
| years. | 
it 
# i Q are you familiar with the forms filed by investment | 
19 | companios with the sec? | 
| | 
20 j ra Yes, I am, 
* | Q “ve you familiar with their proxy statements? 
| 
a H A 42S. | 
23 | nie . | 
i ‘al &ij¢ you familiar with their prospectuses? 
| ity 
oS | | 
H 
| 


tw 
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Yes. 
“nd the Form N1R repor*..”’ 


Yes. 


When did you become a directoc of American Investors 


In May of 1971, I believe. 


\t the time you became a director of American 


cunds were you familiar with its past practice 


in con.c:tion with Investment Advisory Agreements? 


what that. 


there oun 


MR. LITOWITZ: I object.Unless he makes it clear 


practice was. 


THE COURT: It is a preliminary question. I will 


I'm not too sure what you mean. If you are talking 
renewal annually of the advisory contract -- 
That's exactly what I mean. 

{ was aware that that had happened; yes, sir. 


When you first became a director in 1971 was 


cxisting Investment Advisory Agreement with the 


Chestnutct Corporation? 


¥G@a. 


when was that Advisory Aqreement renewed? 


tm 


‘1tt COURT: This is not in dispute, is it? 


“t, LEE; If they will stipulate that each and 


“ne mye Ce VOX Haile et FOF on? 


| 
| 
| 
| 


eee eee >>> 
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2 | every yoic there has been a renewal of the agreement despite 
| 
3 | the f.ce thct each agreement haa wither year to run-- 
| 
4 THE COURT: I think that's already been testifiea 
3 | to and there is nothing to the contrary. 
6 MR, LITOWIT2Z: Your Honor, I have no reason | 
| 
4 to knu whether it is the Case or not. I can't stipulate 
| to it Lut L don't think it is an issue in this case. | 
MR. LEE: I think it shows the practice of a new | 
} 
10 agreeticnt every single year. | 
i THE COURT: I think I already have evidence of 
" that fact but I will permit him to answer. | 
| 
i \ 0 Mr. Ulrich, since you became a director of 
4 i ‘ 
' | AmMeric.un investors Mund, has a new agreement been entered 
15 ; th Wa 
into in Gach and every year? | 
16 | . 
| A Yes, sir. 
i! ! 
17 i | 
I Q T show you Exhibit 14A and 148 and ask you who | 
18 || 
| Prepared it. 
19 | 
i A t aia. | 
20 | ' | 
Q how did you come to prepare it? 
| 
ae ; ‘ 
| a 13 a@ result of our consicering the new Investment 
| Adviso.y ‘greement, the presentation to the shareholders, 
23 | 
H the snarual peuxy, and a discussion that we had had abou 
i 
“a | 
| POSSilLiy .4i.ing the expense limitation ratio. Really that | 
25 | | 
| | 
| | 
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2 Consis.ciag a new agreement. I went back and dia some | 
3. |i homewows!. asing Fundscope which ha: | een supplied to me, 
|! | 
i | 
4 || Q How was Fundscope supplied to you? | 
I 
| 
5 | A It went sent to me by the officers of the Fund. | 
6 i v And when was that sent to you? | 
7 A I was trying to recall whether we got it before | 
8 | the tra weeting or just slightly after. I am not sure but 
| I had ti an the interim. I must have had sy: Ae. yt veeali 2 
10 | went tiwe froma the first meeting and did this so I either got} i 
i| H 
ll av the cirst meeting or a cay or two thereafter. 
12 t Q I show you a letter dated May 15, 1973, from 
| 
3 | Dougla. vcam to the persons indicated thereon and ask you 
“ if thac .cfreshes your recollection. . | 
15 A Yes, because I must have gotten it right then 
f 
16 i and there, 
i| | 
i | 
a i THE COURT: Mark it for identification. Nothing 
i 
Bo should be shown to the witness that hasn't been marked. | 
” | MR. LEE: I offer it in evidence,your Honor. 
can THE WITNESS: It is dated May 15th and therefore 
21 
| Z assuie that I had it prior to the May meeting. 
iI 
2 |i age ‘ eee 
| (Defendant's Exhibit C was marked for identifica- 
| 
“a | : | 
CR, LITOWITZ: The only <«uestion I would have 
- | 
| 18 this 4;;-ears to be 2 signed copy. I would ask where he 
i j 
| | 
| 1 
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got a signed copy. 


THE COURT: Do I underet:.;::) that this is offered 


sOleiy tu pinpoint the date for the preparation of 14A? 


MR. LEE: This is a siqned copy. It is alse 
addres:: si to Mr. Chestnutt and Mr. Curriér and Mr. Greene. 
I picked this up yesterday in the files of American Investors | 
PUAd. uni nave a copy. 

IR. LITOWITZ: I have no objection to its being 
admitted, your Honor. 

THE COURT: But it is offered solely to pinnoint 
the time of the preparation of Exhibit 14A which Was shortly 
after as iSth of May, is that eorrect? 

MR. LEE: yes. 

tHE COURT: Received in evidence. 

4 

MR. LEE: And to show that it was sent to the 

dixrecto.::, of course, the directors who are listed there, 


(Cefendant's Exhibit c for identification received 


in evidence.) 
Q “$ @ result of the work which you set forth on 
i445, did you reach any conclusion? 
123. 2 had two basic conclusions. One was that 
Americ.n investors Fund had probably the highest number of 
shareholac.. in relation to the net assets of the Fund. 


vcondly, that. the investment advisory fee, 


In Ean Org* 
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i 
percentage, the rate, was not significantly out of line | 


' 
{ 
° 


With cooscr funds Cf similar ize 4 in similar Circumstance 


And then thirdly, which is probably not an issue, 


that finccican Investors #und high turnover was in line with 


its in, csthment philosophies which was the column I threw in 


here. 
‘re you familiar with the nature of investment 

advisi.+ services generally rendered to investment companies? 

A I am generally familiar, < have Obviously been 
assOCiated with some other funds to that extent. 

Q Is there anything which distinguishes the nature 
of the sivestment advisory serviecs rendered by Chestnutt 
Corpor..ci.n to American Investors nina from other services 
with which you are familiar? 

"A Yes. This fund is very unique in that the adviser 
is basically a technical adviser and as such I am very 
aware oc tiat from being an outside director and the share- 
en in this fund are buying a particular type of invest- 
ment advice, and to my knowledge, I know of no other fund 


that ha; basically or has a similar type of investment 


analysis. 


ThE COURT: They are chartists? 
vin WITNESS: Yes. and this creates, in my mind, 


| Since a purchaser of mutual funds has an option to pick the 
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type ci investment service he wishes to follow, that if I 
were tu abrodate or change the tyre of advice they were 
getting, I would be going counter to the desires of the 
stockhviders when they made the initial decision to buy 
the stuck. 

Q I show you Plaintiff's Exhibit 1 which is a pro- 
spectus duted April 30, 1973, and ask you to identify 
where ic. that prospectus there is a reference to the type 
of invesiment advice furnished. 

MR. LITOWITZ: I object, your Honor. The document 
fur iteelf. 


THE COURTS Yea) (E assume ‘that: © ican Eine) Tt. 


MR. LEE: Very well. I. just wanted him to point 


fon) the Court. 

Q During the course of your being on the board of 
directcxs since 1971, has the question of expenses paid 
by the Fund been a subject of discussion at directors’ 
meet inj s? 

Yes, I would say continually. 

At the time you became a director in 1971 it's 
been i.-st: fied, while you have been here in the courtroon, 
that th. re was a redemption effected for stockholdings of 
less than cive shares, do you recall that? 


feg, 1 daa. 
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“ In that connection, with that redemption, was 


there a diccussion of expenses? 


A Yes, indeed, That was one of the main reasons 


we considered it to make sure it went through. 


THE COURT: You just threw these shareholders out 


of the company without anybody protesting or anything? 


MR. LEE: They were redeemed, 


THE COURT: They were just mailed a check? 


MR. LEE: No, they were gent a 60-day notice 


to say that they would be redeemed aucomatically. The by- 


laws wes changed and we believe that's perfectly proper 


under (ici: York law, and the SEC has recently given us a 


no actis. letter for redemptions less than 50 share 


TiIE COURT: It is not relevant to this case. 


MR. LEE: It is relevant in this sense, your Honor. 


THE COURT: But he thought -- 


WR. LEE; Directors for years have had expenses 


very much in their minds and it wasn't necessary to do 


any winds: dressing to give any special study about expenses, 


v; Have you discussed the expenses of the Fund with 


other dis .ctors at meetings of the Fund from 1971 to date? 


Other directors of our fund? 


ith COURT: Ha: it been a subject of discussion 


| 
| 
| 
j 
\ 
| 


| 
| 
{ 
| 


| 
| 
| 
| 
| 
| 
| 
| 
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; Cross 
at di.ccccrs' meetings? 
TNE WITNESS: Yes. It's ! en a constant discussion. 


This fund happened to be one of the funds that was the most 


succeés3.ui from the standpoint of the established purpose 


of muciiai Funds in that everybody felt that they could go 
in and buy a share for $3, s0 we ended up with the largest 


numhei of shareholders, but now it's gotten to the economics 


kind of lusiness with the very small shareholders, and 


| 

| 
of th. situation so that you can't afford to run that 

| 

| 


as the state laws become more and more restrictive ~- although 
they ace beginning to realize the problem -- we have con- 
stantl: had this under discussion. 

Our mailing costs and the costs of the Bank of 
New York nave been constantly increasing and, as this 


schedule indicates, the number of shareholders per net 


assets is far in excess of anybody else's. 
MR. LEE: No further questions. 

CROSS--iiS}.M INATION 
BY MR. iTOWITZ: 

Q you Made some reference to the type of investment 
advice yiven to the Fund by Chestnutt Corporation. Was 
there any diseussion about the performance of the Fund 
under Chocctiutt Corporation's guidance in the summer of 1973? 


6 ‘ihere is genrrally a discussion of the status of 


© COUR* HOUSE 


A~-158 


ebh Ulrich-cross 
the cucu at every board meeting. 

G T show you Exhibit 7, wich is an extract from 
Fundsiovpe, and I ask you if that refreshes your recollection 
as to nov Americm Investors Fund performed during the 
peric. vanuary 1, 1967, to December a2) LOL. 

A Yes, I have seen it. 

Does that document show that 206 Fund reported 
that .....:cican Investors Fund had done the absolute dead 
worst ur the 206 for this five-year period ended December 31 
Lov 1? 

A On this schedule it shows that but your adjectives 
¥ eeokits * 1t shows that this is at the bottom of this list 
of this varticular fund for this particular period. I don't 
think tuat that is particularly - without the text that 


goes behind this in Pune cope, I don't know what they were 


trying (cu prove or what that particular investment period 


was in th: market. I know that American Investors Fund 
is stii:t verforming above the Dow-Jones average. 

) ‘s there any question in your mind that Exhibit 7 
lists ti.. funds in Order of performance? 

‘A ‘he one they have here. This doesn't necessarily 
have ts be all of them, I'm sure. 

i itu, but of the ones listea -- 


“i the ones listed it is at the bottom, there is 


°| 
i 
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2 || no qu: .Lion about that. 
3% wv, Ts it. your understandir: ‘hat this shows -- 
4 || MR. LEE: Excuse me. I think that we have been 
§ | refering to Pundscope. I think that you should further | 


i identii. this as being one of a particular monthly issue 
| . 
7 Of Fundscope and not from its annual -- 
| | 
8 | THE COURT: It speaks for itself anyway, gentlemen, 
: i t think ww age wasting time. 
| | 
ne Nie TOUTES: Yeur Renin, ta Chak cegacd. de | 
i] I Might, we stipulated as an ecshibit the two Pages, 117 
oT " , ial j 
0 | ee TAS. TE Sea ez would like to mark for ident ification 
" | a8 Bxhit.ic 7A the entire Magazine so your Honor can have 
_ | @ bettc. view of from where it is taken. If there is no | 
| 
1B | : : Moe 
| Objectiun by Mr. Lee. 
i 
| MR. LEE: No objection. 
2 | ; : : , 
. i THE COURT: All right, it will be received in 
i 
i" 1 evidencc. 
: : ills ‘ nee : | 
e | (Plaintiff's Exhibit 7a for identification was 
20 | , " 
xx | revs. aved in evidence. ) 
at | 3 ; , 
Q 1a the summer of 1973 when a discussion was 
2 || | 
| Centering ccound changing the expense limitation, dia anyone 
i 
23 
| Giscus, the performance of Amcrican investments for the 
4 | bo 
| period p..o ding that time? 
3 
| a «discussed *he performanc: 


©, as I say, at every 
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2 meet.iins:, 1s to what the status of the Fund's shares were, 
3 ! what. ti... condition of the market... 
4 | The point you are trying-- 
ae a THE COURT: No, don't volunteer, please. 
6 i Did any of the directors suggest that since 
7 | the Fu.d had done rather poorly, that the 1 per cent 
8 | Limit::: ici should have been kept in effect? 
| 
9 : No, sir. They didn't necessarily consider that 
10 the fu.d had done poorly in view of the investment type 
i philosi,ny and the action of Dow-Jones at that point, the 
12 | action »: the stock market at that point. Perhaps it has not 
13 | done wit! but -~ 
“ Q Now I believe you testified that it was your 
“ beliet ana it was clear to you from yeur Exhibit 14A that 
2 | you prepared, that American Investors Pund had a higher 
es i number »: shareholders to net assets as compared with other 
8 | 
| funds, is that correct? 
2 | A { said it was among one of the highest, yes. 
~ Q “oO your knowledge, did that same situation exist 
ia | in the suwuier of 1972? 
ee Hi 
! A 4 would assume it did. That's an assumption. 
” | ) 30 that relationship of hich number of shareholders 
" | to net assets was something that didn't suddenly occur after 
“6 | the ‘72 © .i-isory Agreement was put into effect, isn't that 


€£ 4,,7 weOS ww Me ae er Oe cee mE KY one i Pree oe a 
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Ceorroct.! 
That is basically -- 


@ Did anyone tell you that the SEC wanted to have, 
in the pcoxy statement, some words to the effect that 
Améric.n investors Fund was charged a higher rate of 


fee thun other funds? 


é No, but I don't think I woulda have agreed with it. 


But in any event, no one told you that, is that 


correct: 


A I have been involved many times with comment 


letters un documents presented to the s 


MR. LITOWITZ: Your Henoxr, this is not responsive, 


THE COURT: Yes, I will strike it out as not 
responsive. The question is whether anybody told you at or 
before tne time that Exhibit 25 was issued. That could be 
answere.| yes or no. 


a 


A No, they didn't. 


Q Mr. Witness, have you ever served as a director 


Of a pul:iic corporation? 
rx HO. 
Q Could you tell us how you happened to become 
a @ixreccto. of American Investors Fund? 
A lia. Lee, who was my next door neighbor, asked 


if I would .e interestert and I said yes and I met with Mr. 


Ec for final approval. | 


stateme:iy usa registration -- 
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1 redirect 
2 Chestuacc und Mr. Sabel whom I had met Previously ana they 
| 
3 || asked ise co hecome a director. 
4 | Q How long had you known Mr. Lec before he asked 
5 | you to he a director of American Investors Fund? 
H 
. | . Since 1960. 
iy MR. LITOWITZ: No further questions. 
. i THE COURT: Anything else from this witness? 
: | MR. LEE: Yes, your Honor. 
10 || REDIREr T EXAMINATION 
| BY mR. tre: 
¥ Q Mr. Ulrich, during the course of your business 
B ! Career 2d your professional Career with Arthur Anderson 
4 | 
had you hai Occasion to deal directly with the sEc? 
is A Yes, Sar. 
16 || ‘ : 
| Q What sort of dealings have you had with the 
Ww 
| spe? 
ae A Well << 
i9 | 
HE COURT: Is this relevant? 
| 
20 | , , 
MR. LEE: Yes, sir. He was asking the extent to 
ee : 
| which, waking about the informat ipn with respect to proxy 
22 || 
| statements, 
2 
i THe COURT: All right. x wilitake it. 
i 
aA | 
l.uvé answered their comment letters on proxy 
2 | 
| 


| 
| 4 ‘ 
| 
| 
| 
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THE COURT: You wre doing this in your capacity 


@S itn cacccuntant? 


THE WITNESS: Yes. 


QQ And also -- 


THE WITNESS: Both as a public accountant in advice 


to a clicnt and in the case of Sinclair 


THE COURT: Were you a director of Sinclair also? 
THE WITNESS: Oh, no. 
Q In what way do the directors know as to the 


Market performance of American Investors Fund? 
A We received a weekly listing of all stock pur- 


Chased, sold, a listing of the portfolio, and a balance sheet. 


{ 
which cus in the mail. 


Q Is there anything else contained in that report, 


{ 
weekly report? 


A We also get Mr. Chestnutt's market advice letter, 


Q I am talking about your directors’ report, is there 
anything cise contained in it? 
A (No response. ) 
0 aay data? 
INE COURT: Could I see the prospectus? 
“ca May continue, 
well, it has the purchases of the shares, what 


were Lcoujhi ind sola. 


th 


=z =: 8 B 
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Does it show the market performance of fund? 
MR, LITOWITZ: I object. [... is leading the witness, 


THE COURT: Well, that's not necessarily leading. 


Does it or doesn't it, 


Q Does it show any comparison between the Fund 
and the isarket? 
[*m not with you. I don't know which part you 
are tulkinug about. It's got the market ..tues and it gives 
the net value of the individual stocks in the portfolio. 


MR. LITOWITZ: I object, your Honor. He is trying 


| 
to lead the witness. | 


Miz COURT: Why don't we start right back 


at the u.ginning. 

What, if anything, do you receive between meetings | 
from Amecican Investors Pund and Chestnutt? 

THE WITNESS: We receive this weekly report 


that I an talking about with all of the purchases and all 


of the sales of shares. 


it’s also got a listing of the portfolio, stocks. 


We also get Mr. Chestnutt's news advice as to 


does have a balance sheet in it, 


‘vii; COURT: As I understand it, the investment 


objectives acen 


| 

Which way he considers the market is going: that report 
| 

‘'t restricted to following charts solely, | 


to] 
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isn't tit right? 
THE WITNESS: There is a certain portion of 
fundanentals but it is primarily a statistical, based on 
the Murket action itself. 

THE COURT: And you say that that is unique, 


that that is not commonly used by other investment funds. 


‘if WITNESS: I don't know anybody that professes 
tous. it as strongly as our prospectus indicates it is 
done. 

THE COURT: Anything further, Mr. Lee? 
MR. LEE: No further questions. 


THE COURT: Anything else? 


MR. LITOWITZ: I have none, your Honor. 
THE COURT: All right, you may step down. 


(Witness excused.) 


MR. LEE: Your Honor, may we resume after lunch? 
THE COURT: All right. Ten minutes of 2. 


MR. LEE: Very well, sir. 


(Recess to 1:50. P.M.} 


= © @ & 
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AFTERNOON SESSION 
1:50 P.M. 


MR. LEE: Mr. Mumbach, please. 


PETsthRGMUM BAC HL d¢alled as a witness, having 
boca duly sworn, testified as frllows: 
DIREC! tile MINAT ION 
BY Mi. Lees 
sd What is your occupation, Mr. Mumbach? 
A I am treasurer of American Investors Fund and 
controller of Chestnutt Corporation. 


Q) fn connection with your duties as controller 


Of the <nestnutt Corporation, can you tell us whether Chestnut 


Corporscion, in 1973, operated at a profit or loss? 
A We sustained a loss. 
Q iiow much? 
$248,000 befrie provision for a rcfund in taxes. 
Q Can you tell us? 
THE COURT: This is calendar year '73, 
LHE WITNESS: Yes, sir. 
0 Can you tell us whit the results were for thu 
year iv?-}? 
we don't have figures yet but my approximation 


would hu: that they would be in the neighborhood of 180 to 


} 
| 
| 


| 
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$200,Uu00. 
re) What? 
180 to 200 thousand dollars loss. 


Loss? 


S. 
Thank you. 


In connection with the American Investments Funda 


for th. culendar year 1974, has the audit been completed 
of Amevicun Investor Fund? 


A << Das, vas, 


Q And the Xerox has been signed by the independent 


accountants? 
It has. 
And who are the independent accountants? 
Price, Waterhouse & Company. 
THE COURT: What fiscal year are we talking ahout? 


MR. LEE: Calendar year of 15974, 


ae 


Q 411 you please state to the court what the expense 


in 1074? 


hay Iwfer to a document? 


vlease do, 


+iE COURT: Any document referred to should be 


identification. 


it. is the anrual report. 
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(Defendant's Exhibit D ‘as marked for identifica- 


ies). 


THE COURT: As I understand it, he is just using 


this decu.ent to refresh his recollection. 


MR, GEE: Yes, your Honor. 


MR. LITOWITZ: i have never seen it before, 

O09 yeu know when it was mailed, Mr. Mumbach? 

Last week, 

MR. LITOWITZ: Will I be provided with a copy 
of this, Mr. Lee? 

MR. LEE: I will give you a copy, yes. 

I offer it in evidence, your Honor. 

THE COURT: All right, received in evidence. 

(Defendant's Exhibit D for ie@entification was 


t 
received in evidence.) 


THE COURT: You may continue. 
MR. LEE: Yes. 
Do you have Exhibit D in front of you, Mr. Mumbach? 
Yese The total expenses were $1,448,139. 
Did you ‘make any computation as treasurer of 
Americus iivestors Fund as to the expense ratio for the 
vear 197 1° 


4: what mann:r di@ you make such computation? 
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We made it under the present advisory contract, 

dla Ha 

Tell me how you calculated it, what figures you 
used, wiat figures you took into account? 

The computation is based on a limitation on 
the annual expenses of the Fund, and you take the monthly, 
avery. wonthly net assets. So in effect you take the 
beginnuinmn, assets of the year and the 12-month end net asset 
figures, average them out, apply your expense Limitation 
percentaye against that and compare that to your total 
expenses and see whether you are -- 

‘hen you say the beginning net assets, those are 

of what date? 


As of January 2nd, the beginning of the fiscal 


So do I understand you correctly to say that you 
rigures into account? 
Correct. 
\hat is the source of your taking 13 figures 
‘tcunt rather than 12? 
Well, it would be normal method of averaging 
but <,.cifically we have used the method as outlined in the 
instructiv:is to the N1R report to arrivea& a 13-month figure 


pericu. 


to be tiied with the SEC, is that correct? 
A Correct. r 
How thick is the N1R with exhibits? 
THE COURT: Sustained. It is too thick. Let's 
go on to something else. If you want to offer it in evidence, 
offer ic. 
R. LEE: That's the last thing I want to do. 
0) Did you make any calculations for the first six 
months o: the year and for the second six months of the 
year as cto expenses? 


I did, at your request. 


What were the expenses for the first six months 


A They were, if I recall, in the neighborhood of 
800,000. 

Q What were the expenses for the second six months 
Of the year? 

somewhat in excess of 600,000. 

Q Did the figure of 1,448,139 which you mentioned 
exceed ihe 1-1/2 per cent expense limitation that is provided 
in the contract? 

PN ilo, 16 didn't. In fact, I believe it was a cushion 


of closc ts $400,000. 
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< Now, taking the two pericds separately, and 


lookin Lirst at the last six Mornius Of the year-- 


he has no claim for 


{ 
| 
MR. LEE: And I take it that counsel concedes that 
expense overruns in the second six month 
| 


of the Your? 


MR. LITOWITZ: Counsel doesn't concede anything 


about th: six months. 


Counsel's contention is thse che issue is for the 


period july 1, 1973, to gune 30, 1974. We get to June 30, 


1974, by the fact of a new Advisory iqreement put into effect 


in 1974, effective September 1, 1974, but under which the 


fee is computable as of July 1, 1974, by the provision 


that wis contained in the ola agreement and what we call 


MR, LEE: My request is tiat the plaintiff's 


| 
! 
| 
{ 
| 
| 
| 
the new usceement, and also the ‘74 agreement, 


stipulation on the record that they concede that a 1-1/2 


per ceut expense ratio is perfectly proper as being adopted 
in the 16)4 annual meeting. 

IR. LITOWIT2Z: We will not stipulate to its 
propriccy. We will stipulate that it is not in contention 
in this Lavsuit and that the 1-1/2 per cent ratio becomes 
effectivs= fur purposes of this lawsuit from Juilv 1, 1974, 


forwaid. 


THE COURT: You could not tell untiZ June 30, 1975, 


ebh Mumbach-direct 
whethe. if. had been exceeded; isn't that so? 


MR. LITOWITZ: For the first year under the 


newest contract, that's true. 


THE COURT: All right. Now what about the year 


ending june 30, 1974? po we have any data as to the first 


six months? 

MR. LEE: I am going to ask the witness as to the 
first six imonths' expenses. 

THE COURT: Before you leave this Exhibit p 
in evidence, I think the court would like to know hew much 
of this Lepresents accruals, or is this entirely on a cash 
basis, 0. how do you handle these items. 

THE WITNESS: optiat basis, your Honor. 

THE COURT: They are all on an accrual basis? 

THE WITNESS: Yes, sir. 


COURT: Where are the footnctes? 


WITNESS: On the back. 


COURT: Oh, I see it. 
May continue. 
Q lix. Mumbach, what were the expenses for the first 
six months? 


OF 1974? 


4 think I an-wered approximately somewhat over 
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$800,000. 


ond what were the exnt-n. for the second six months 


Somewhat over 600,000. 
THE COURT: We had that but isn't it possible 


to get p.ccise figures at this point? 


THE WITNESS: I do have some. 

MR. LITOWITZ- If I may, I think one of the 
semi-sninual reports has the expenses. I think it is Exhibit | 
24, 

COURT: Broken down by six months' periods? 
LITOWIT2Z: Yes. 


COURTs ALL ri “ht. 


LEE: Let me show this to Mr. Mumbach. | 
@ I show you Plaintiff's Exhibit 24. and you will | 
have b« tore you also Defendant's Exhibit -- the annual secu 
sO that you can have the two of them together. 
A All right. 


Q Now, if you subtract the approximately 800,000 


figure (roa one million four forty eight -- 


EN “ou wovld get $641,000 for the second six months 


Ey how much did such $641,000 fail to reach the 
1-1/2 per caut expense ratio as calculated on the 13 figure 


averaye? 
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Honor, that the contract was for two years and -- 
THE COURT; And what was the year under the contrae 
4. LITOWITZ: The effective year under the contr 
that i 
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107 


A Could I ask you if x could enter my computations? 


T E ave 


the. vith me in my bri 


BAe Rade wey 


MR. LEE: May the witness please 


briefcase? 


THE COURT: Yes, certainly. He May step down and 


obtain hi.; briefcase, 


As I understand it, it's just been conceded 


by ploinciff that they raise no is 


| 

go to hig 
| 

| 

sue in this lawsuit | 
| 


regulations t 


conceriaing expenses following July 1, 1974. 

MR. LEE: Yes, your Honor, but we Maintain that | 
on eithc- of two bases of computations there is absolutely | : 
nothin, that is conceivably Owing for 1974 because we are | 
compelicd under the Security and Exchange Commission | 


O take this on an annual basig, 


THE COURT: But do you both agree that the annual +f. 
basis is the year ending June 30th in each case? 


MR. LEE: No, your Honor, 


THE COURT: That is Plaintiff's position but not 
the @efeudant'g? 


Mk. LITOWITZ: That is Plaintiff's Position, your 


ri‘ i‘ C‘“‘;(RCOCO*™C 


is in Gispute is July 1, 1973, to June 30, 1974, 
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COURT: And you, Mr. Lee, don't agree with 


MR. LEE: We say that the computation must be made 


in ace.rdance with the contract on an annual basis. 


THE COURT: Covering what 12-month period? 


LEE: We do it two ways, ycur Honor. 


COURT: What do you claim the contract provides? 


MR, LEE: The contract provides for an effective 
rate beyinning July lst and a prospective for two years. 


Now, for the purpose of the computation of the 


expense ivatio, it is on an annual basis. We believe that the 
amount t.y which we fail to exceed the 1-1/2 per cent in the 
second six months may be offset against any amount which 
exceeded the 1 per cent in the first eix months even though 
we maintain that the effective rate was 1-1/2 per cent. 

THE COURT: Hand up the contract, please, 


All right, you may continue. 


iR, LEE: I asx that four sheets of paper be marked 
Defend.s.:.'s Exhibit E for identification. 


(Defendant's Exhibit E was marked for identifica- 


SLO. | 


| 
| 
Give me the old one, the first one. 
Wy) 1.r.Mumbach, did you prepare Exhibit E marked for 


identifi: ..ion? 
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1 did, 
And when did you do thi-:? 
several days ago. 
At whose request was Exhibit EF prepared? 
Mr. Lee's, 
Can you tell us what Mr. Lee told us when he asked 
“pare this exhibit? 


ié told me to prepare an exhibit for the entire 


year wl iv74 under the present contract; an exhibit under 
the ole contract for the entire year 1974; and then to 
break ticia down into two -- 1974 into two separate six- 
month ;«.iods; and also make a computation each of those. 

Did Mr. Lee tell you to use, in figuring the 
monthly ict assets, a January 2nd Calculation for a figure? 

No, 

Can you tell us why that figure was use? 

That is the figure we always use every year. 

When you say you always use -- 

og I explained to Mr. Lee before in one of his 
questiun: va the computation of the limitation, you take a 
13 pericad in orcer to arrive at an average monthly net asset, 


in ord..r tu start at the beginning of a period. The beg inning 


Of ou: Cis.sl year is January 2nd. And ther; you take the mont 


end net asscte, 
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2 | When you say you take those figures, are you | 
! 
3 | sayin, coat in filling out a Fe-r, ik that there is a place 
4 for 13 cigures and a request -- 
5 | NO. NIR --there is no specific place in N1R | 
i| : i 
* | where. competetion ts Called for for averaqe monthly | 
7 | met ass:ts to arrive at this 1 per cent limitation. The | 
i 
. | Mdedtaticus are from various states. But since we have 
i | 
: | had tr: 4 per cent limitation and now the 1-1/2 per cent 
10 | limitacion in effect, going back to 1967, we had to arrive at 
} | 
Mi | gome metlica Of computing this on an annual basis. We | 
i} 
9) 4 ns 
i | couldn't find any place that showed how to make this com- 
e | putaticr of average monthly net assets. | 
” i The only place that we founda anything that we Ceeae 
5 || na : ‘ ne 
i tie into was in the instructions to NLR where they specificall 
’ | point out, in arriving at another ratio, an annual ratio, 
yy ; as , : : 
} using a iwonthly average, they specifically point out using 
18 | : 
| 13 periods, using the end of each month and the beginning 
my Gate of tle first month of the fiscal year. 
Q #nd@ what are the comparable figures that are used 
1 : ; 
‘ | that you look at in making your analogy? 
2 | , 
A £'m sorry, I don't follow you, 
23 | ; 
i \ -vu said that the N1R didn't deal with the average 
x | | 
| monthly ci ussets. 
A 


(n, this is i. computing the portfolio turnover | 
! 


Loe) 


-» ££ G2 
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ratic, tity take the first business day of the year and 
then ishe the month end to figure . turnover? 


I believe we took the 1 per cent into account, ana each year 


A Right. We have used that method since 1967 when 
Our aiditors have passed on this method and have never 


raised 4 question as to the method being used. 

“MR. LITOWIT2Z: Your Honor, I would object ! 
to the usc oriattempt to arrive at an average monthly net | 
asset rijgure that takes into account the first business day | 


Or the vear, 

We have made a calculation in our memorandum 
where ww. have gotten figures from the defendants for the 
month wud, in fiquring the average monthly net assets we 


have tukea the last day of the 12 months that we feel are in 


dispute. I don't see any basis for using a beginning of 


the year figure. I can certainly understand it in the Moe 


ratio whcre you want to see where you started from, the first 


busines: day of the year and as the fund turned over, but to 
get an uvorage figure, to take an average monthly net asset 


figure, i do not think it should include a beginning of the 


year calculation. 


TE COURT: Well, you see, that would not give 
you the basis for an objection as to admissibility. You are 


entiticd is compute it in any way that you think reasonable, 
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) | 
2 | and it tin. vecord shows there is 4 practical construction | 
3 i Which iiss Loon placed on this cone. act and they have been | 
4 using a 13-month method of averaging, as you described, 
| . 
i | since 1567, both parties and their Certified Public Ac- 
r | countants, I think what they have Gone is admissible. It 
, | sy 
| is conclusive on your client as to whether it is the right 
“ | 
| Way t. do it or not. That may be a diffcrent question. 
| ¥ 
9 | | 
| But us car as admissibility is concerned, I will overrule 
10 | | 
| your objyection. 
v I don't know if the result would be different 
12 || | 
| df they tvok a mid-month date. I supposed there are a number 
ls i | 
| Of reasonable ways you could find an average asset value 
\ 
14 | 
during the year taking it from day to day. I suppose with | 
| 
15 Hl | 
| Modern couputers you can do it On a daily basi without | 
6 | 
|} too much difficuity. | 
| | 
ea) 
All right. Is there anything further about this | 
18 | | 
| statement ? 
19 | | 
| WR. LITOWITZ: I would say that it appears that 
} 
0 | 
there arc two first Pages which -- this is the same, isn't it? 
21 
MR, LEE: By Me. Lee, 
22 
| Q ere there two first pages to this? 
23 | 
! f ' don't believe there shceuld be. The first is 
24 | 
ae 


| 
| 
under the p.csent contract of 1-1/2 per cent. 


HE COURT: Le.'s get this for tiw record. | 
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The first schedule here is the computation of the 
wPewo Limitation as per the vcntract so it is at 1-1/2 | 
per cent. 


The second schedule is the 1974 expense limitation | 


assuniig that the old 1 per cent limitation was still in 


effect, 


THE COURT: For the first six months of the 
Calenair year? 
THE WITNESS: For the entire year. 
THE COURT: The entire year? 
WITNESS: Yes. 
then the last two in the schedule: one is for 
the fFixut six months and the second is for the second six 
months. 
MR. LS I offer it in evidence, your Honor. 
And I will have that typed. It is very poor for reading. I 


will have it typed. 


VHE COURT: There is some other exhibit, while 
we are uu the subject, where the Xerox is practically legible, 
UR. LITOWITZ: Another objection I woulda raise, your 
Honor, is that it goes beyond the period Plaintiff, of course, | 


contéios is in dispute in that it gocs beyond June 30, 1974, 


theory 1.2 wants. Whethe: the court agrees with him or not 


lacie iia iia Ss Weak a Se a ental a 


21k COURT: Well, you see, he can defend on any 
| 
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doe.a't have any bearing on the admissibility of the exhibit, 
yell agree Or not docusn'c. 
I will take the exhibit. fr will say that any of 

you who wish to submit different -nalyses may do so. 
(Defendant's Exhibit © for identification was 


revseivea in evidence.) 


| 
‘ix. Mumbach, turning to the Year 1973: the calendar! 


i 


} 
year 1973, what wece the expenses in 1973> 


A I believe they wer» in the neighborhod of 
2,900,600. 
° 
Q {C show you Plaintiff's Exhibit 15 and ask you who 
preparcégd that. 
A Individuals in the accounting department. 
Q Under your supervision? 
A Correct, 
Q What was the expense ratio for the fund, for the 
Calendar year 19737 
LOr 1973? 
the calendar year 1973, 
i believe it was Slightly over -- 
uh COURT: Aren't there documents so we don't have 


to have enswee like I believe it was slightly over some certa 


figure? isi't there a N..tter of precise Knowledge somewhere 
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here in this record? 
MR. LITOWILTZ: I belie:. it is, your Honor. 


There is an annual report for 1973 that has the figure 


somewhere in it. 

THE COURT: Let's try to deal with exact figures 
if we cu. Show the witness the annual report, please. 

When did Chestnutt Corporation become the adviser 


.und? 


THE WITNESS: 1957. They organized the Fund 
in 1957. 

THE COURT: Is there a dcte? 

i1R. LEE: Chestnutt Corporation itself, your Honor, 
became (i: adviser in 1966 when it took over from what was 
then knowin ag Amcrican Investments Corporation, a New York 
corporation through a statutory merger. The defendant 
Chestnutt Corporation is a Connecticut cOrporation, Prior 


thereto Awerican Investments Corporation had been the adviser 


Prior thereto the adviser was a New York limited 


partnership known as American Investments Company, and 


| 

since about 1960. 

Americun investments Func itself was incorporated in 1957. 

It made its first investment in January, 1958, as 
tli; COURT: So that there was a continuity of 


advises: through successor entities since January 1, '68. 
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LEE: That's correct, 
COURT: Do you agre. .rith that? 
LITOWITZ: You said ‘68. Tf think it ie “Sa. 


LEE: 4.988), 


COURT: 1958. Do you agree with that? 


LITOWITZ: Controlled in effect by Mr. 


LYHE COURT: I understand there was a limited 


partner; there was a merger by which this Connecticut 
| 


Corporst icon and the Chestnutt Corporation became the successor 


in interest of the New York corporation, is that what you 
are teiliing me? 

MR. LEE: That's correct. 

THE COURT: And you all agree that that 
a cOrrect statement of fact? 


MR. LITOWITZ: That!s right. 


WR. LEE: That's correct. 

THE COURT: Thank you. 

is there any explanation as to why the agreements 
are méde «a. of September lst and apparently the charges 
thercia i.ccsured by July Ist fiscal periods since the re- 
laticnshi, icgan in January. 

tus. LEE: I can make a statement on the record 


$2 vou Lika, 


SOUTHERN DISTRICT COURT REPORTERS U.S. COURTNOUSE 


A-184 


Mumbach=direct 


THE COURT: I will take it subject to your 


advecsacy's acceptance. If it is ..cepted, then there is no 
need to bring in proof. 

MR. LEE: The annual meeting of the Fund has 
always been in July. 

THE COURT: Pursuant to its certificate? 

MRe LEE: Pursuant, to its by-laws, yes. | 

And in July, that's the time when it was taken up, 
and it .. always related back to the preceding July lst, 
and; fo. the last several years at least, I know it's been 
dated as of September lst. There may have been some time 
when it «.s dated July ist. 


I show you Plaintiff's Exhibit 13 and ask you whethe 


you can iind from there what the expense ratio was for the 


A In 1973 it was 1.02 per cent. 


Q From the amount set forth as expenses in the 


; 
year 1°73, the calendar year. | 
| 


statement, is there any amount to be deducted in accordance 
with th. contract? 
‘where would be the state taxes, 10,600, and a 
Minor amount of interest. I don't have that figure at hand 
here. 
I show you Exhibit 15, could you fine the amount 
Of the intorest? 
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And the interest for 1973 was approximately 


Now taking tne taxes and the interest, and 


subtrictiag them from the expenses listed on the published 


state: iit, what is the amount of expenses to be taken into 


accourt tor calendar year 1973? 


It would be $1,691,000. 


Now, have you made any calculation as to what 


engse ratio was on that basis? 
Por 19732? 
For 1973; yes. Calendar year 1973. 
We did, back at the end of that year, and we 
came u; with those two expense items, as I said, which were 


just sii¢ttly over 1 per cent. In other words, you would 
have to carry the neyieniane out substantially to -- for all 
intents sd purposes you could say it was 1 per cent. 
MR. LEE: No further questions. 

CROSS -1°Xai (NATION 
BY MR, LILOWITZ: 

i; it. Mumbach, you said that the Chestnutt Corporatio 
incurred . loss for its calendar year 1973, is that correct? 


That's correct, 


Did part. of that loss reflect the operations 


© Cascade Jirways? 
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Yes. 
And did Cascade Airways .:..tribute to that loss? 


It contributed to it. 


Let me rephrase the question. Did Cascade Airways 
Operat. at a loss itself? 


A In * 737? 


yes. 
Yes. 
v) So that the Chestnutt Corporation's loss included 
portion of the Cascade loss, is that correct? 
A Yes. 
G DO you know the size = the Cascade loss? 
A 29,000, I would say. 29; yes. 
Q And what portion of the 29,000 was included in the 
Chestnult Corporation 1oss? 
A The entire amount. 
1G) vir. Mumbach, are you a lawyer? 
WO. 
Can you tell us your educational background? 
A t graduated from St. John Pisher College in 
1970 with u degree in accounting and subsequently became 
a CP:., 
(% Could you trace your employment from the time 


YOU qcradisted college to the present? 
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Following graduation I joined Price, Waterhouse 
“iy ana I was with them fo; «proximately until 

May o: 1967 when I joined the Chestnutt corporation. 

And you have been with Chestnutt from 1967 
to dat.:, is that correct? 

To date, correct, 

hen you make these computations of the expense 
limit clio. and the potential rebate, do you Look at the 
contra.:t between American Investments and Chestnutt 


Corporat ion? 


Do I look? I think I did a number of years ago 


since !}... contrict realiy hasn't changed in that respect. 


There hasn't been a need to refer to it in a number of 
years, 

Q Did you attempt to interpret that contract yourself | 
Or did scuseone else advise you how that was to be computed? 

A As far as the 1 per cent? 

Q *e@S, 


Limitation? 


4 don't believe anybody advised me, no. Perhaps 
Our auditor; did. It wag being computed whei, I joined the 
firm, und sc £ mean there was a basis already established 


for coliputir.: the experse Limitation. 
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And that ‘Sasis was done on an annual year? 
On an annual year. 
YHE COURT: Calendar year? 
MR. LITOWITZ: I'm sorry. Calendar year. 
In fact, our statements, I believe, make that poin 
in one of th footnotes that the computation is against 
the annuui expenses of the Fund, the limitation is against 
the an:nici expenses of the Fund. 
When it says annual, that could be of course 
a contrat year or a calendar year, Are you familiar with 
the dificrences in those two terms? 
A T am, but in the history, since 1967, we have 
always maintained it on an annual computation basis and, in ; 
fact, cuc quarterly reports have so notca in the footnotes 


a stateucnt to the effect that the limitation -- maybe I 


This is fcom your Exhibit 24, For the six months 
ended Jun: 30, 1974, the fee has been accrued without regard 


to any cuch Limitation, referring to the adviser contract, 


| 
{ 
j 
| 
| 
! 
{ 
| 
| 
| 
} 
j 
} 
| 
can reui it from one of your: exhibits here, me 


which ill not be determinable until the end of 1974, 


Q [Is the Fund required to file an annual report 


With the Src? 


Oh, yes. Porm N1R, 


3 part of that reporting is the Pund. required to 
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9 3 state th. assets for that calenear year? 
3 | Yes. 
4 | Q And does the Fund send out an annual report 
5 | based wi. the calendar year to its sharcholders? 
6 A Yes, 
7 re) Doesn't the report traditionally reflect the-- 
8 fy I'm sorry? 
9 (¢ Did the annual report to sharcholders, hag there 
10 | generatiy been an indication of the expense ratio for the 
11 | ¢alendar year? 
2 } A. No. Usually there is a footnote to the effect that 
13 | no Fayin nt has been required under the provisions of the 
si | expens. limitation. 
15 1 a) [I'm not. talking about the payment. Is there fre- 
16 | quently appearing in part of the table just a statement 
u as to the expense ratio for the given calendar period? 
8 | A Yes, during the last two years there is a five- 
19 | year suimary table appearing in the report which shows the 
we expense cacio for the year. 
al | 1) so the expense ratio is computed on a calendar 
" year fo. submission to the SEC, is that correct? 
# A Correct. 
m | } oe 

& ‘tnd the expense ratio is also computed on a 
fe 

| 
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shareliilders, is that correct? 

4 Right. 

Q Is the expense ratio computable on a contract 
year bused on quarters within a given calendar year? 

Not to my knowledge, no. 

Q Would you be unable to compute the expense 
ratic .o. the period July 1, 1973, to June 30, 1974? 

4 Would I be unable to? 

\d Yes. 

A No. I could compute it, but, I mean, I don't 
believe it would wean anything, really, because-- 

Q Well, wouldn't that in fact explain what the 
expens:s .ere in relation to the net assct value during 


that perisd, July 1, 1973, to June 30, 1974? 


A I'm sorry, I didn't follow you on that. 


THE COURT: I think that is a self-evident question. 


I think che answer has to be yes. Let*s go on to something 


else. 
Anybody can make this computation, couldn't they? 
THE WITNESS: Correct. 
Q when did you first learn of this lawsuit? 
A when did I first learn of it? 
we Lio 


i wither the latter part of June or wuly of 1973. 
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2 | 2‘ Prom that time -- 
' 
3 | A Tyst prior to the anmn:::.! weeting. 
if 
4 Q From that time to the present , have you had 
\ 
. | eeeasion to speak to people at Chestnutt about this Laws: st 
i 
6 | és From time to time. | 
mig Q Who makes the decision at Chestnutt Corporation 
. as to viisther an expense of the fund should be accrved 
? Currenil, or somehow deferred? | 
| 
we i A I would say [I do, 
Ml THE COURT: What type of expenses are determined? 
| 
= THE WITNESS: If we prepaid an expense, or something. 
| 
as of that a-ture. Such as, we belonad to the Investment Company 
14 ; : ‘ 
“Institut. and if we pay dues in advance for the year, | 
| 
4 we might jefer them over the entire -- if the payment was, 
is | | 
| Say, Made in september, we would Gefer it. 
7 | 
i oO Can you identify any expenses that were deferred | 
H 
1B | 
beyond June 30, 1974? 
19 | 
| MR. LEE: I didn't hear the date that you said. 
y 
20 | : 
| NR, LITOWITZ: Beyond June 30, 1974, 
i 
21 | 
| AL i can't, no. Not off the top of my head. 
| 
2 | 
| Q Did anyone at Chestnutt discuss with you the 
| 
a), 
| idea 2¢ deferring certain expenses beyond that date for 
i 
a | 
| Purposes uf tnis lawsuit or for any other reason? 
| ‘ : 
| 
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i| redirect 
. \! tiave you deferred any such expenses? 
3 tl M.. Our statements an. :. ords have been kept | 
4 | in accordance with the rules and regulations. I think that 
| 
5 would te the last thing we would wnt £O @o. In fact, fr | i 
, \ ; | 
. | might «a, our auditors wouldn't allow it, really. | 
| 
‘ | Q You wouldn't want to get into a fight with the 
8 jj 
| S&C shout that? | 
i} 
9 | j | 
Mo. and we have -- our statements at our June 30, | 
“ | 
ae 1974, siatement is an audited statement, so even if we tried 
to go aj..inst normal accounting practice, I mean, our 
2 | | 
| auditors wouldn't allow us to. | 
13 
| o Did you make any statistical study of fund expenses| 
4 | 
prio. t. June, 1973, for any purpose? | 
| 
6 | | 
THRE COURT: Prior or including '73? 
16 | 
i MR. LITOWITZ: Thank you, your Honor. 
wo 
i A tf don't believe so, no. 
18 
| UR. LITOWITZ: No further questions. | ; 
19 | 
“R..LEE: Your Honor, I wasn't sure I heard one | 
| , 
20 | 
|; answer. 
a | | 
i REDIRiCT EXAMINATION 
| BY MR. LE; 
23 | 
| (y this has to do with this method of deferred 
+ 
| expenses ur perhaps prepared expences. Did I understand you 
5 | | 
CO ans.ce & juestion re tating to that?- | 
t 
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H * | 
2 T said that if there was an item that would | 
3 | normally 120 == such as, if we Pree,..1.d our dues to the 
} 
4 | Invest.uent Company Institute and they extended over the 
5 | whole year but we say paid them on June 30th, we would 
| ‘ 
\| , 
6 | @efer }.a.t of them based on the benefit. 
7 | Q How about if I dealt bonds’ | 
| | 
° | h The same with that. 
i Hie. 
rd “ Any of those prepaid? ( 
| 
10 i A Yes. That normally is a three-year policy. | 
i! 
ny Q Are prepaid expenses shown on the annual statement? | 
ca | A No, not as a separate itom. That would be in other | 
{| \ : 
1 
” | assetr. | 
iH | 
" i Q What is the order of Magnitude of the aggregate | 
"| Of any such prepaid expenses in their entirety? | 
1 | 
\| | 
» | A For 19747 | hee 
I 
" i Q Yes. Give us both years if it is convenient. | ‘ 
\ 
" A 1974, they would be, I would say, $7,784. | 
9 | : 
And in 1973, $10,125. 
» | () ‘iv. Mumbach, what was the effective rate of the 
a adviss., fee for the calendar year 1973? 
22 
A Slightly over 5/10 of a per cent, 
23 h 
| Q Do you happen to know exactly what it was since 
2A 
| dt*s becn pui. lished? 
5 


#< is publish.d but I don't have it at the tip of my 


\Y 
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THE COURT: But it can h. ~omputeé, can' it? 


THE WITNESS: It is in the prospectus, 


MR. LEE: May I refresh the witness' recollection? 


THE COURT: Isn'+ the prospectus in evidence? 


‘ftG; WITNESS: Yes. 


MR, LEE: Yes. 
" ; ! ot San you give me the figure for 1974? | 
| | 
? ! 1974? It is .61 per cent. 
i} | 
0 | MR. LEE: No further questions. 
i] } 
1) aie ene | 
; PESROSS EXAMINATION 
2 | 
| BY MR, LcTOWIT2: 
i 
i} | 
4 tl s ‘ire Mumbach, you used the phrase effective rate 
4 | 
' | Of advisory fee. Can you tell us what you mean by that? 
yf A I didn't use that phrase. I believe counsel did. 
" | TLE COURT: You adopted it when you answered the 
17 | 
| Question. What does that phrase mean to you? 
18 | , : 
| THE WITNESS: That is the actual fee paid during 
the year against the average monthly net assets. 
| 
v4) i 
| \y Without — 
2 | 
| THE COURT: Without regard to the steps. 
2 || 
1 ITE WITNESS: Correct. 
23 | 
ITE COURT: It is the actual fee paid during the 
m | 
| year? 
25 : 


. " 
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Q San an effective rate be computed as of a point 


in tiue? By that I mean, expenses a.c running at X level 


and th: net assets are at such and such a level, and 
thererove the effective rate is such and such? 
A I would think you could; yes. 
THE COURT: Well, expenses don"t enter this, as I 


understand it. 


MR. LITOWITZ: That's right. 


THE COURT: He is talking just about the fee. 


MR. LITOWITZ: That's right. 
Q Taking the Judge's correction, just taking the 
level ot assets at a given point, you can say at that point 


the effcctive rate is such and such? 


A Correct. 
Q So that would mean that under the rate charged 
to Amervicm Investments of .8 of a per cent. on the first 


50,000,000, dropping down to .6 on the next 50,000,000 


and .4 ou a certain sum beyond that, that at 150,000,000 
of net assets, the effective rate would be an even .6 of a 
per cant? 
That‘s correct. 
1) snd if the net assets fell slightiy below, that 


woul. mein the effective rate was somewhat above .6? 


Correct. 
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‘ And if you were then going to figure the expense 


ratio, coula you then take the roinct at which the assets 
are at thehypothetical 150,000,000 and then sce current 
rate of expenditures and figure a current expense ratio? 
Is that ¢vssible for computation? 

A At a particular point in time, yes. 


Q Could that have been done in the summer of 1973? 


A It could have, yes. The problem is that you are 
not: tak ing ane variables into consideration in that case, 
and therefore it really doesn't-- 

Q IT understand. You are just taking’ an effective 
rate as .t a point in time? 

A Yes. 


a) SO on June 5, 1973, one coulda have taken the net 


assets at the close of business and taken some figures 
as to <::penses and computed that ratio as of that date, is 
that correct? 


Correct. 


THE COURT: That's a different example that you 


are talkiig about now. You are talkiny about spot asset v@lue 


and accrued period expenses, aren't you? I'm not sure I 


under taid the thrust of the last question. 
Du you understand it? 


“He WITNESS: Yes, 
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THE COURT: All right. 
TIE WITNESS: There is wily a fallacy there in tha 
the advisory fee is only paid at the end of each quarter 
on the net assets in effect at that particular date, so 


as I say, when you pick a particular day to compute your 


expense: iimitation, you could be way out in left field, 
There wie all ways yOu can go. 


THE COURT: You are taking your 13-month average 


for purposes of computing your limitation but you are 


Paying hasedm four quarterly resumes. 

THE WITNESS: Correct. 

THE COURT: All right. 

MR. LITOWITZ: No further questions. 

MR. LEE: No further questions. 

THE COURT: All right, you may step down, 

(Witness excused.) 

MR. LEE: Your i.onor, may I have a short recess 
and then { will call mr. Chestnutt, 

THE COURT: Surely. 

‘ik. LEE: Your Honor, I have one other witness, 
Mr. Curzier, who I have been trying to reach, and if I coulda 
conclude with Mr. Chestnutt and put on Mr. Currier at AZ 


Ofclock tinuricow, I would appreciate that and conclude the 


trial &t thet time. 
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THE COURT: Al] right, we will take a ten-minute 


(Recess) 


GEORGE A. CHESTNU 7 2. a witness called 


b, uefendant, having been Previously Sworn, testifieg 


2s collows: 


MPR. LEE: In view of the fact that Mr. Chestnutt'« 
POSi. icons are Gescribed in the deposition, 


that E act e 


I will just skip 


your Honor, and proceed, 


THE COURT: All Fight, 


DIRECT 242M INATION 


BY MR. Lt: 


1 Mr. Chestnutt, Will you just sketch briefly 
the Ristocy of American Investors Funa? 


What business was American Investments Company 


+“ tO the time American Investors Fund was formed? 


Lav estment advisory service was the principal 


busincs:,, Va 


also did some investment counseling business. we 
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publish 4 a weekly market letter based on technical. market 
analtvsis. 

Q Would you describe briefly what that technical 
Market analysis is? 

i It assumes that the market knows more about what's 
going «i than any one individual and can tell its own story 
based or. the analysis of the buying and selling of individual 


stoch 5 2.) the whole market in general. 


e In that connection, what do you do to reflect that? 


A We analyze such things as the volume of sales, 


price changes on a daily basis, and the ratio of all the 
price citscges on the New York Stock Exchange in relation 

to the .c1ume that takes place on both up side and down side 
in an c¥.iort to determine whether stocks are moving more 
easily on up side buying or on down siue buying. 

In general, the less volume that a company moves 
is more likely it is to continue because it means there is no 
much oppcsition to that direction of flow. 

we also measure the momentum of the market in the 
sense Chat we make various mathematical calculations that © 
show whether the trend is slowing down or speeding up in 
acercein direction and you can make certain projections 
from thai. as to the probable continuation of the trend. 


wnat ig it that Thestnutt Cerporation and its predecessp 
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publics.) Will you describe that briefly to the court? 

We publish, first, a tw: page market letter that 
I write. Then a tabulation of a thousand stocks that are 
range! in descending order of what we call market strength 
in whici. the top ten out of the thousand are given a rating 
of 99, the next ten 98, and so on @own to zero, which is a 


compulicr iced analysis where the computer is standing where 


| 
| 
| 
| 
we a.. today and looking back over where the stock has been 
and det wiiining on an average basis whether that stock is | 

| 

| 
going up or dom, and how steeply it is going up or down. 

| 


The same formula is applied to every stock, and then 
you ta’... the strength figure for each one and arrange them 
in des.i.ding order of those figures, 


We also follow 70 industry groups on the same 


Market averages, the industry group handling stock averages, 
are geciictric averages, a system that I developed back in 
the 19463, which success is in giving every stock exactly 
the sane weight as every other stock. It is unique in that 


respect. 


| 
| 
| 
basis, and we have our own 1,000-stock average, and all of “ 


And are those sent to subscribers to the service? 


Ae 
ros, 


Nov you mentioned investment counseling. What is 
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changed to reduce the rate from a flat 1 per cent, was there 2 


| 
| ebh Chestnutt-direct ae - 
2 | we That is a relatively small part of our en 
3 but ia that area we manage indivi accounts for individua 
4 people uid corporations, and a few pension and profit sharin 
5 funds. 
6 Q During the time that American Investments Fund 
7 has bec in existence, have you at all times been the 
8 | princi,.i,chief executive officer? 
9 | Yes. | 
10 WQ What was the initial advisory fee when the Pund 
i | was found? 
2 | A 1 per cent per annum, | 
| 
* | Q Did there come a time when that was changed? | 
i | A in 1964 we adopted a sliding scaie similar to 
i] 
* the one we have today except that beyond the half a billion 
i | level it kept on going down. Instead of stopping at 3/10 | 
4 | of 1 pes cent, it went on down; ana over a bill it was as low 
18 | 
as 1/10 ci 1 per cent. 
ae { woke up one day and realized that that could put 
= us out of business some day if we ever got fortunate enough 
a to have way over a billion dollars in the Pund, so I re- 
" thouqht ttat one and in 1964 ft proposed to the directors 
a that we should eliminate that. Not ‘64; '68, I should say. 
* 42 at the time the Investment Advisory Agreement was 
25 
| 


GAiitwe Ow Mier cn tee Bmiiee Be ee m ee me 6s ke em im.am 


= & 8@ 8 


: SEN TY A IE 


ebh Chestnutt-direct 135 


existi.y ugreement between the Fund and the adviser? 

Wess 

THE COURT: By agreement you mean an agreement 
in writing? | 

MR. LEE: Yes, a written agreement. 

THE COURT: Do you understand the question? 

THE WITNESS: Yes. 

Q Had that agreement reached the point of termination) J 

or expiration? 


A No. It still had a year to go, Over a year. 


Q So that when the agreement had a year to run, 


A That's correct, 


Q And wus that dene through a vote of the stock- 


holders of the Fund? 
A Yes. 


Q Now, you mentioned in 1968 that it was changed 


again. it chat time was there an existing agreement? 


A Yes. 
Q Written agreement? @ 
A Yes. 


liad the agreement expired? 
és Ho. * 


Q ind what was the effect of the change in 1968? 


| 
| 
| 
you decreased the advisory fee, is that correct? 
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Tt had no immediate effuct because the Fund was 
belo: the levels where any of the anges would take place, 
but had the Fund continued to grow beyond certain limits, 
it could iiave caused the Fund's advisory fee to be higher 
than it would have been under the earlier contract. 

@) At the time when the Fund was started, was there 
any «seeuse ratio limitation in the Investment Advisory 
Agree ica? 

A No. 

Q When did an expense ratio limitation first come 
into au investment Advisory Agreement? 

THE COURT: Of this fund? 
MR. LEE: Yes. 
A In 1967, I believe. I'm speaking from memory. 
I'm not sure. 
9 What was the occasion for that change? 
& The State of California passed a regulation 
of scice sort that they would require an expense ceiling of 
1 per cout as a condition of any fund continuing to sell in 


the State of California. 


vie were asked to make an undertaking to the effect 


that if we wished to continue selling in California, that 


we Mal: un undertaking to the effect that if the expense 


ratio went cver 1 per cent, the adviser would refund the 
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vow, the exact dates of those changes I can't tell 
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2 exces; t= the Puna. 
3 ‘s a further conditinn, t*ey required that we 
4 | incorporate it in this Investment Advisory Agreement that 
5 | would te coming up during the next year. 
6 They said “Okay, we will accept your undertaking | 
7 | for new, but will you put it into your net Advisory 
e | Agreeleut?" | 
9 | Well, not wishing to disccntinue selling in | 
H | 
10 | the bijqest state in the unions far as population and | 
11 i sharehuliers: is concerned, we decided that that was a | 
2 |) caleulated risk that we would be willing to take. | 
13 | SO we went ahcad and voluntarily put into the | 
4 next ayvecment, and of course, as usual, the agreement was | 
15 | ratificd by the shareholders. 
bad | Q Has there been any change in the State of Cali- 
y | fornia since that time? 
8 | A Some time about -- well, on the order of a year 
19 Or a little over a year ago they modified those too te 
20 make the limitation 1-1/2 per cent on the fisst 30 million, 
al and 1 »cr cent on the excess over 30 million. 
= | Then some time later still they changed it again 
” | and made jt 2 per cent on the first 10 million, 1-1/2 on 
” : the next 2u million, and 1 per cent on the excess. 
25 
| ) ia 


to 
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tell yuu, but they are all within shout the last two 


years, «ard T think the first one i..5 about one and a half 


years aguv amthe other one much more recently. 
Q Have the California limitaticns been the subject 


Of discussion at meetings of the board of directors of the 


Pund? 
& Yes. 
4d When, if you know, was the first discussed? 
A Around the time in 1967 when we were changing 


the agiecment to reflect the 1 per cent Limitation. 


Q Other than Mr. Ulrich ana myself, areall the 


members of the board who were members of the board in 2273, 
were thy all members of the board of directors in 1967? 
A Yes. ' 


Q So that except for Mr. Ulrich ana myself, all of 
those circctors would have been familiar with the expense 
Yatio Liiitation ag early as 1967, is that correct? 


A Yes, 


4g based upon your experience, Mr, Chestnutt, and you 


have bescn in the courtroom @uring the course of this trial, 
& 


what can vou say are the principal elements of ouc-of-pocket 


expense; of an investment company other than the advisory 


fee? 


4 iLansfer agen‘: and custodian fees. 


a RR 


= «© 2 


ebh Chestnutt-direct 139 
a ‘hat are the cther substéential elements? 

Mh, they are all sort c¢ se@latively minor but, 
differcnt states, 


the oxpenses of putting out proxy statemen 


’ 


| 
state taxes, blue sky expenses of qualifying shares in many | 


annual aad quarterly zeports, postage in connection with 


mailing those things out. 

v) Well, you mentioned transfer agent fees, What 
affecc. transfer agent fees? 

A What affects them? 

Q Yes. What is it that makes it gO up or down? 


| 
| 
| 
| 
| 
A The number of shareholders is probably the principal 


dtem tii can do that because that's the function, that is, 
transte.cing the shares ownership of the individual share- 
holders. 

Q Is there any charge fpr each shareholder? 

A Yes. 

Q Who is the transfer agent for American Investors 
Fund? 


the Bank of New York. 


si Do you happen to knew what that Charge is per 


é it is right close to $6 7 +r account. 
G ‘nd would that $6 include anything other than 
the tj 


sharelicldcsc account? 
here agent fee or is that just the transfer agent 


= & & B 
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fee ict.ci7? 


we 


"3, gure. That would:-i .iude any expenses 
connected with sending out reports to each shareholder; 
expen..c of proxy solicitations, 
and Iv. uiid say the bulk of that expense though has got 

to do with the various things mailed to sharcholders at 
peri:idi.: intervals and Paying out dividends. 

In connection with the expenses paid by the Fund, 


what c.:uideration has been given by the board to methods 


of mintiizing such expenses? 


A Well, we have always tried to keep the expenses 
@ 
as MoAa-: ic as possible, ana particularly since the advent 
Of thc «-erall limitation, when it became more and more 


apparent chat we were crowding against that Limitation 
4 
figure, \;2 have made increasing efforts to determine how 


we could jwinimize those ex-cnses still further, and one of 


the thinys we have done is to, for example, discontinue the 


~ 


use oc culor in our quarterly reports, and not make them 


sO nice: ivuking, cut down the number of pages. We used to 
Aave si: pages and we cut it down to four and left out all 
non-ess:.tial items. Instead of using the standard New York 
City ¢ 


in ous wi chop at Chestnutt Corporation's expense so that 


it woijuatt add to the firm's expense, 


and annual meeting expenses, 


| 
| 
| 
| 


4 PCsctters and legal printers, we began setting the type ge 
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- | All of these things wer: “hings that we could | 
3 | efFoctuiut.: betause some of the pe wile that did it are 
4 | on a salary and it was a matter, if you are going to pay | , 
5 the guy's salary anyway you might as well put him on the : 
. | Pund's ok so we made a more considered effort as we saw 
. | the expenses skyrocketing Over the course of the past ae : 
.) years si. veflecting primarily the increased rate of in- 
| | 
| fiarviss. 
i 
ag Oo At the time of the issuance of the proxy statement | 
# | which is the subject matter of this action, in 1973, will 
ig you desciithe how that proxy statement came to be issued with | 
° | the oropo.ed amendment to che advisory contract? | 
" | a Well, it is standard procedure, prior to cvery | 
ts annual lucting, td get out a proxy statement which furnishes ! 
| 
" all the cssential information that the shareholders should | 
" | have in ocder to make a proper judgment on the items to be | 4 
os 4 4 
lb | voted. Such a proxy statement, of course, gives all the \ 
i expecicnc.: of the directors, who they are, and gives a copy 
an of the proposed Investment Advisory Agreement, and a descript 
ys | of all autters of litigation, and the amount of brokerage 
" | fees that ure paid by the Fund, and quite a voluminow amount 
: | Of inforiwation that winds up with a balance sheet of the 
. | : ‘iy 
| advisory corporation. 
/ 
| 


| Q ts there any requirement that the income statement 
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.lvisory corporation be set forth in the proxy 


No. 
MR. LITOWITZ: I object. 
THE COURT: I fail to gee the relevance of that. 


MR. LEE: Very well. 


in connection with the board's consideration of 
the pr iposed new Advisory Agreement, can you describe how 


that wa. brought before the board? 


A Tt is customary every year along in about May, 


becaus.:: at that time it is necessary to begin work on the 


| 
| 
to begii consideration of a new Investment Advisory aqzpeneny| 
| 
t 
{ 


proxy «i.tement and to fix the day of the annual meeting 

and sead cut the proxies, and@ it is normal to call a meet ing 
at about that time of the year, every year, and consider 
what will be taken Up at the annual meeting. 

Q But what was the nature of the discussion of the 
board of directors with respect to a proposed new Advisory 
Agreeé.icit? 

UR. LITOWITZ: Can we set a specific date? 
THE COURT: Yes. 
ii. LEE: Very well, 


us there were two meetings which were considered: the 


first was Hay 21, 1973. Can you describe that meeting? 
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A All of the directors wer: Present, and we were on 
the subject, somehow, of the excc..:: Limitation, and while 


we were on the subject, I sort of grabbed the ball without 


haviny wade any previous intention of bringing it up, but I 


got to thinking about it, and as I thought about it, I 
thought “Is there any way that we should consider eliminating 


that feacure of it, and I told the other directors why 


to then was the fact that the expenses were pretty much 
out of tind, and going up, and we have just been notified 
thet the expenses, that the postage was going to make a 25 


per cent increase, and we were at the moment in a declining 


{ 
I thoight that it was a bad feature, Primarily, what I out Linea 
| 
| 
| 
| 


Market which was taking away some of the Fund assets, and 
although i currently thought that we were near the bottom, 
I explained to'him that I had no way cf knowing for sure 


that we were near the bottom and that if we continued on 


for -sveral more years like we were going then, 1929, 

1932 style, that inevitably there would come a point when 
there wouldn't be enough assets in Chestnutt Corporation for i 
fo Cont ine subsidizing a thing the bis of a fund. By sub- 
sidizing i mean underwriting its expenses to the extent that 


they wichec qo over 1 per cent.And I pointed outwhat I con- 


sidered wis an unfair situation, that a small entity such ag 


Chestnutt. Corporation sould underwrite the expenses of a 
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very wot. Larger entity such as Anerican Investors Fund. 
And I, at that time, as!-c" counsel whether we had 
to wore ci less stay with that or should we not exercise 
our picroyative under the undertaking in California, giving 
them theis 90 days' notice and getting out of this situation, 
and it was pointed out to me by counsel that it wasn't that 
simple, that it was also in the Advisory Agreement and 
that th.ccrore while we could give the appropriate notice 
to the Stute of California, that we would also have to get 
it as a change in the Advisory Agreement. 


There was a discussion by a number of the other 


directsis on the subject, and at that meeting it was decided 


that ic would be referred to counsel to examine the ways and 
means and the practicality of getting out of that 1 per cent 
Limitation. 

Q Was any action taken with respect to the Advisory 
Agreelicit at the May 2lst meeting? 

A No. It was agreed that particularly the outside 
directors would gather up the information that they should 
have in order to make an intelligent judgment on the proposed 
action and at the same time the counsel for the Pund was 
going tc iind out the ways and means and practicalities 
and dcicc a proposed new agreement. 


was that done? 
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Yes, it was. And that proposed new agreement ie 
submittcd at the next meeting, which took place about two 
Or: three weeks later. 
a In the meant ime, was there any contact had with 
the Scats of California? 


A Yes. 


THE COURT: What possible difference could that 


MR. LEE: As bearing upon the reasonableness 
of the directors' actions in electing either to stay in the 
state or to get out of the state. 

THE COURT: Do I understand they got out of the 
state? < thought the witness said the Californiarules were 
changed? 

MR. LEE: The Califomia rules were changed but 


2 


in conicction with whatever position the State of California 


might take. 


THE COURT: Allright, I will take it. pia they in 


fact yet out of California? 


iiR. LEE: They never formally got out, no, your 


THE COURT: All right, I will take it but it seems 
a litti: hit removed from the issU'eg 


ik. LEE: Well], I will leave it at that point. 


| 
q 
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Mr. Chestnutt, you mentioned your Opinion as to 


the siock market at or about that time, 


MR. LEE: I ask that this be marked Defendant's 


Exhibit £ for identification. 


(Defendant's Exhibit F was marked for identifica- 


tion.) 


T show you Nefendant's Exhibit F for identification, 


Mr. Chostnutt, and ask you what that is. 


A This is a copy of our weekly market letter signed 


by m@ us of May 15, 1973. 


MR. LEE: I offer it in evidence. 

MR, LITOWITZ: No objection. 

THE COURT: I take it he communicated the substance 
of his opinion there to each of the directors, is that 
correct? 


| 
. 
| 
: 


MR. LEE: No, your Honor. This was sent to the 


subsccibcers. 
THE COURT: Yes, but don't I understand-- 


MR. LEE: Yes, the directors get it as well, yes, as 


a Mattc. oi course. 
‘THE COURT: Received since there is no objection. 
(Defendant's Exhibit F for identification was 
Leusivcd in evidence.) 


uk. LEE: No further questions. 
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w Mr. Chestnutt, you made referance to referring 
the muiter to counsel when you were discussing the new 
Advisuiry .greement in the summer of 1973. Can you identify 
that counsel? 

és There were present at that meeting counsel in two 
forn:.: ci.. Doug Cram and Mr. Clendon Lee, 

© So when you said that you referred certain of 


the issues 


to counsel, you referred those issues to both 


Mr. Lee: und Mr. Cram? 


Right. | iy 


Was there a discussion -- 
[HE COURT: Just a moment. 


(Pause.) 


Q Mr. Chestnutt, you referred or made the statement 


two mectings at which the expense limitation was discussed, 


Ye 


that you surt of grabbed the ball. and ran with it on the igsu 


| 
that at che May 21st meeting, which was the first of the 


Did you discuss at this first meeting exercising 


Chestruit Corporation's 60-day right to terminate the a reemen 
g g 


iy, 


Did you consider this prier to the meeting of 


May 21, 1973? 
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No. 
TTY COURT: Consider wh i: 
MR. LITOWIT2: Terminating the agreement on 
60 day::' notice. 
W) You didn't consider that? 
A May I explain why I didn't even think of doing that 
THE CCURT: No. Don't volunteer. This is your 
princijai client, isn't it, this fund? 


THE WITNESS: Right. 


rr ae 


THE COURT: All right, let's go ahead. 


Q In discussing the change in the expense limitation, 
did you sliscuss with Mr. Lee or Mr. Cram the possibility 
of maincuining the 1 per cent for the additional year 
in which it would have been in effect anyway and having 


| 
the new advisory Agreement having a 1 per cent expense oe 
tation Ccx one year and then go to 1-1/2 per cent for the | 
second vcar of the contract? | 
A We have never seriously considered ~- |i 
THE COURT: The question is did you discuss it. 
Yes or 1c. Who did you ask him whether he discussed it with? 
MR. LEE: Mr. Cram or Mr. Lee, 
A No, I didn't discuss that point with them. 


0 tid you give any thought to entering into such a 


contract that would give the Fund the benefit of the 1 per cen 
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for ti. «ditional year that I would have had anyway and 

then increasing it to 1-1/2 per c...t for the second year? 
A No, I never gave it any particular thought at 


all because in the first place I didn't think that within 
that pe.itd of time there was much chance of it going over 
1 per cent anyway. 

Does that mean you thought it was more or less 
an acicecic thing, the 1 per cent for that year? 


A No, sir. I don't think it was academic. I thought | 


it was a time bomb sitting in that thing and it should be 


removed hccause somewhere dom the road it was, maybe, going 
to expisdse and bite us. 
a) Did anyone discuss, since the Fund wviewed the | 


contract. every year, that at the next year's meeting, when the 


present contract would have terminated away, that being the 


summer of '74, that that would be an appropriate time to 
consider raising the expense limitation? 

4 This is what I wanted to explain before and I was 
not allcoved to, but I think r should be allowed to now. 

THE COURT: Well, don't volunteer information. 

One moment, please. your attorney will have a chance to 
examine you further, and if he asks a question which you can 
honestiy auswer yes or no,which it would seem to me fits: this 


question, chen you do, but don't volunteer the information. 


2Attuwuet Oe Mier ciere Amine ae eAemwe eee 8k me... me 
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(Question read.) 


‘here are other reasoas ior having our advisory 


contract renewed every year. 


THE COURT: What he is really asking you is whether 


Or net that subject that he referrea to was discussed by 


anybody «ct or about that time. And I would think you could 


tell hin “vos, it was discussed," or “No, it was not dis- 


Cussed." 


4 I don't recall a specific discussion at that 


Pparticulur meeting although it has been discussed many, many 


r 


| 
| 

times <nd I am sure that the directors are familiar with | 
the revsons for having the agreement voted on every year | 
and not cvery two years, | 
: 


Did the directors seem to understand that the 1 pe 
cent exoense limitation was of benefit to the Fund? | 


A I don't understand it as being a benefit to the 


Fund and {¢ would doubt very much that any of the others thought | 


it: was « fund to the Pund other than the ability to continue 


Q Vas it your understanding that a rebate could be 


paid cr would be required to be repaid to the Fund from 


Chestnuit if the expense limitationwre exceeded? 


x 1 understand that, yes, 


selling in the State of California, 
Y couldn't that rebate be a benefit to the Fund in 
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im | 
2 | that ths, would receive cash? 
| 
3 A T don't hbdieve it wovid. 
i 
“a sd I believe you testified that in 1964, in mid-term 
5 | Of a previous agreement, that the fee was decreased, is 
6 | that covscet? 
7 | A May I have the question repeated, please? 
8 | {Question read.) | 
| e that's correct. 
10 | \ And that was the time that the fee was decreased 
il | from the flat 1 per cent to .8 of a per cent? | 
12 A Starting at .% and going on down to 6/10, and then 
ve) 
13 4/10, .««t then 345/10, and so on, yes. | 
" | & That was done in mid-term and Chestnutt ‘Corporation| 
% | agreed t= such a change? 7 | 
i A That's right. We could have left it for another | 
Hi 
u | year but we always took it up every year. 
ae @ You viewed Chestnutt Corporation as bound under thi 
| two-year agreement, did you? 
2 | a No. Not bound to it, that is locked into it. 
a AbsoOluiely no. There was a 60-day notification privilege 
" | by both the Pund and Chestnutt Corporation and furthermore 
" it come. up every year and I think if the same thing came up 
" right aynin raxt year I would probably be able to persuade 
ys) 
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reasonvwisic that we recommended or suggested to them, 
T haven't: had any troutic so far in getting 
an afticuative vote from the shareholders when I wanted it. 
MR. LITOWITZ: may I mark for identification ag 
Exhibit 3/, the American Investments funding, notice and 
proxy statement dated June 24, 1974. 


(Plaintiff's Exhibit 37 was marked for identifi- 


E ication.) 


MR, LITOWITZ: I offer Exhibit 37 into evidence, 


Any objection, Mr. Lee? 
MR. LEE: No. 
THE COURT: Received in evidence. 


(Plaintiff's Exhibit 37 received in evidence.) 


Q Mr. Chestnutt, I call your attention to page 4 


of Exhibit 37, and eall your attention to the first full 
Paragra.n on page 4, toward the middle of the page, 
after the heading 
and present Investment Advisory Agreement, " 

A Yes, 

Q Did you review Exhibit 37 before it was sent out 
to the shaseholders? 


A sorry? 


Q bid you review Exhibit 37 before it was sent ot 


to the chou.cholders? 


beginning 


“Information pertaining to manager-adviser 


| 
| 
| 
| 
| 
| 


r 


| 
| 


17 


18 


= ff hk B 


know thease 


actio. is hctievea to £. 


A~220 


ebh 
Yes. 


& "sv, at the point on pers 4 to which I just 


referieu you, is there reference there to this present 
lawsuit? 
Reference thereto? 


) This lawsuit. 


THE COURT: Does it refer to this particular 


lawsi.it there, 
& I don't ~-- let me see nk le 


THE COURT: 
A I haven't fcund it in this Paragraph but I do 


is a reference somewhere to this being used 


as a deicise in another Lawsuit. Is that what you are 


Freferrisy ta? 
Q No. This sentence here, 
THE COURT: Perhaps we can get a concession for 
the record. 


'iR, LEE: Yes. It refers to the 


Philaa 8 ph Lay 


THE COURT: That's this case? 
MR. LEE: Yes, 
TiS COURT: All right. 


“ ov, the sixth line of th 


* Moot although technically still 
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Could we have a concession on this? 


Galfand suit in 


at sentence reads "Which 
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a Yes. 
sd 


bid you review that sentence in the proxy statemen 


before it went ovt? 


i Did I what? 
Q ‘Did you review this proxy statement? 
«i Yes. 


Did you believe this action was moot when the proxy’ 


statei.iit was moot? 


THE COURT: What “difference could it possibly make 


whethe. }.e believed it was moctor not? The case is here on 


its me.it. and it is being tried, I don't see that his belief 


that it ..3 moot has anything to do with any i 


ssue before me, 
JR. LFE: Your Honor willrecall that the actual 


complaint here was dismissed 


by your Honor. 
THE COURT: 


| 
| 
| 
| 
| 
| 
| 
| 


Well, I didn't know what the time 
i.R, LEE: Yes, following this. 
in beiicving the case was snwoot has anything to do with it. 
wets the difficulty I have with this line of inquiry. 
I have to dccide whether it is moot or not, 
it's go on to something cise. 


LHE COURT: I don't see that his state of mina 
ak, LITOWITZ: No further questions. 


ebh i155 
THE COURT: Is there any<..ing further from mr. | 
Chestisuts > | 
MR. LEE: No further Guestions, your Honor. 
THE court: All right, you may step down. 
(Witness excused.) 
MR. LEE: Your Honor, I have one further witness, 
NaMmei. tix. Cureier, ‘a sside director, and he is the | 
gent...... £ referred to as bang on tap tomorrow morning. | 
THE COURT: And you will have him here at 11 o'clock 
MR. LEE: Yes, | 
THE COURT: Try to get here a little earlier in 
| 
Case we can get our time organized a little better. | 
MR, LITOWITZ: YOur Honor, do you want us to hang 
on to ths: exhibits? 


THE COURT: I think so. 


MR. LITOWITZ: Xna@ you mentioned that there is, 


other than Exhibit 1, was there a problem with another pele 


that was not readable? 


tHE COURT: Well, there igs. I think it is is 14A, 


MR, LITOWITZ: Well, 14B is really a typed version 


of 144. 
TEE 


COURT: I a@idn't so understand it but if it 


’ 
43, 


that’s wutricient. 


i, LITOWITZ: Yes, your Honor. 
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TH! COURT: Yes, Z thin? you should all keep your 


Own Giiiinits until the matter |. i‘. lly submittea. Sometimes 


it is heipful to Lowy “= some of them while the witness is 


testicying. 


All right, we will be in recess until tomorrow, 


(Discussion off the record.) 


(Adjourned to Wednesday, Iebruary 19, 1975, at 


At My) 
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MILDRLO GALFAND, 
Plaintiff 
~ayainst- 73 Civil 3849 
George A. Chestnutt, Jr., 
Defend ont. 
February 19, 1975 

Trial resumed. 

Present: All counsel. 

THE COURT: You may proceed. 

MR. BEB? Thank) you, vour: Honor. 

One of the exhibits which was marked at one of 
the depositions, Defendant's Exhibit A for identification 
at the deposition, is a letter of transmittal from the 
Investment Company Institute dated June 22nd, 1973 to its 


members annexing a copy of a report entitled "An Analysis 


of Factors Influencing Mutual Fund Expense Ratios" dated 


May ivth, L972. 

The letter of transmittal states that it was 
transinitted to the Commissioner of Corporations of the 
State of California at his request. 

Now, I have shown this copy to Mr. Litowitz and 
he has no objectior to its authenticity. 

it offer it in evidence and I understand that he 


objects to its admissibility. 


158 
MR. LITOWIT2: Your Honor, what I do stipulate 


to is that the exhibit Mr. Lee has proffered is a copy and 
is the same as the exhibit that was used on the depositions. 

The basis for my objection is that the trans- 
mittal letter is dated June 22nd, 1973, which is presumably 
the earliest possible date this thing was put into the main 
stream tor distribution. 

THE COURT: Could we have the reference to it 
in the deposition? 

MR. LEE: It is referred to in the deposition 


of Mr. Greene. 


THE COURT: Would you hand that deposition up, 


(Pause. ) 
THE COURT: I think the issue will have to be 


resolved by reference to Mr. Greene's testimony. If Mr. 


Greene testified that this memoranda sets forth information 


which was known to him at a relevant date-- 

MR. LEE: He testified, your Honor, if I recall 
correctly, that he knew that the study was in the course of 
preparation; it was the subject of discussions that he had 
with the Wo-Load Fund Committee of the Investment Company 
institute. As it shows on its face, it was not completed 


until iiay i7th.- We didn't have a copy of it until June. 


THE COURT: What is it offered to show? 


MR. LEE: It is offered to show that this was a 


matter of considerable concern to investment companies, and 
its analysis of the cost factors ultimately comes down to 
the conclusion that it is the number of small shareholders 
which bears most directly and importantly on the expenses 
of the investment company. 

THE COURT: It seems to me that that is a fact 
as to which, in the first place, there is other evidence 
already iu the record; is that correct? 

MR. LEE: That is correct. 

THE COURT: And secondly, most anyone could 
probably rcach that conclusion by a process of reasoning, 

I shouid think. 

It must be obvious that there are some costs 
which are related directly to the number of shareholder 
accounts rather than to the dollar value of the portfolio. 
Isn't that obvicus to everybody? 

MR. LITOWITZ: I think it may be obvious if 
those fucts are factors that were addressed to the attention 
of anyone. 

THE COURT: Don't you think anyone in this business 
coulki ccach that conclusion, particularly if he knows 


what the nature of his mailing costs are, which are on an 


emb 4 

account nuuwber basis? Some of it is transfer agent 
services, such as dividend disbursiry, and so forth, and 
is directly cost-related to the number of accounts. 

You could have a mutual fund with 11 people in 
it and they could have a portfolio of this size and its 
expenses would be minimal. 

MR. LEE: ‘That is exactly the point. We don't 
offer it fcr the truth of the monumental data asserted 


therein, and we don't suggest that the Court be required 


eerste CC LC LC CC AA 
ee 


€6 read it. 
THE COURT: And you don't say that he relied on 
it either. 


MR: LEB: He did not rely on it: but: he knew 


} 
| 
| 
! 


of its being in the course of preparation. 

THE COURT: And he knew what it would show, too, 
Gidn't he? 

MR. LEE: Yes. 

MR. LITOWITZ: In fact, there was a brief on 
behalrt of the funds to try to get the thing raised. 

If Mr. Lee will stipulate that it was neither 
read nor considered by any director prior to the approval 
of the new contract-- 

HR. LEE: I so stipulate. 


Tub COURT: All right. I will take it 


emb 5 
based cn your stipulation. The objection is withdrawn and 
it is token on the basis of the stipulation. 

MR. LEE: Thank you, your Honor. 


MR. LITOWITZ: It will save Mr. Lee the trouble 


of writing a long brief. Part of his brief has already 


been written. 

(Defendant's Exhibit A for identification was 
received in evidence.) 

MR. LEE: I wouldn't inflict that on the Court; 
your Honor. 

I offer as Defendant's Exhibit G the deposition 
of the plaintiff, Mildred Galfand. 

MR. LITOWITZ: There is no objection to that, 
your Honoc. 

THE COURT: All Fight. fe is received in 
evidence. 

(Defendant's Exhibit G for identification was 
received in evidence.) 

MR. LEE: I will call John Currier. 

JOHN CURRIER, called as a witness 
by the defendant, being first duly sworn, testified as 


follows: 


emb 6 Currier-direct 
DIRECT EXANINATION 
BY MR. LEE: 


Q Mr. Currier, what is your occupation? 


A President of the Women's Division of Cluett, 


Peabody as Company. 
Q How many plants are in the division? 
21. 
Q How long have you been president of the Women's 
Division of Cluett, Peabody? 
A One year. 
Q During the course of your being president of 
that division, what have been the maximum number of employees 
would you estimate? 
MR. LITOWITZ: I ebject, your Honor. 
ree COURT: How many people do you supervize? Is 
that what you want to know? 
MR. LEE: Yes. 
THE COURT: I will take how many people he 
supervizes; how many people he is responsible for. 
Q bo you supervise the employees of that division? 
8 I supervise the management group that supervizes 
directly 4530 people. 
8) Would you outline your education, please, Mr. 


Currier? 
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I63 
Currier-direct 


Penn State, AB degree; Harvard Business School, 
MBA degree. 

Q Would you please state briefly your employment 
since you completed your Master's degree at the Harvard 
Business School? 

A Assistant controller of Wells Fargo, 1946; 
assistant controller-personnel manager, Maiden-Form, '46-50; 
Salesian tor Textron, Inc., '50-52; returned to Maiden-Form 
as general sales manager and later vice-president of sales, 
‘52-67; president of Formfit-Regers, a division of Genesco, 
Inc., from *67 until December of ‘73. 

THE COURT: What do they make: the Women's 


Division ot Cluett, Peabody? 


THE WITNESS: Arrow shirts for ladies, Van Realte 


lingerie, gloves, hosiery, robes, and Wellmode lingerie. 


“w 


Those were the three operating units. 

Q Mr. Currier, when did you become a director of 
American Investors’ Fund? 

A 1962. 

Q Are you presently a director? 

A Presently, yes. 


Do you have any position with Chestnutt Corpora- 


17 


18 
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G Do you own any stock in Chestnutt Corporation? - 
Pa Yes, I do. 
Q liow much in percentage? 
A I own 1% or 2000 shares of Chestnutt Corporation. 


That's the stock. 

And I own $2,000 of bonds, which is about 2% 
of Chescnutt Corporation. 

And I own 1100 shares of American Investors Fund. 

THE. COURT: Is he an outside director? 

MR. LEE: Technically, your Honor, he is, 
under tne 1970 amendment to the Act, an “interested person." 
He is an unaffiliated director by the terms of the statute, 
but he is an interested person for purposes of the 
Investncecnce Advisory Agreement. 

MR... LITOWIT2: The plaintiff agrees with those 
two definitions. 

THE COURT: All right. Did you ever work for 
Chestnutt Corporation? “ 

THE WITNESS: No, sir. 
BY MR. LEE: 

a) When did you acquire your stock interest in 

Chestnuct Corporation? 

1 purchased the stock and the bonds in Chestnutt 


Corporuticn in 1964 about half of the total, and in ‘65 


17 


18 
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the othcc half. 
Q Did you purchase them or subscribe for those 


bonds and stock from the corporation itself? 


A No. I purchased them from Mrs. Grizelaware. 
Q And who is Mrs. Grizelaware? 
A She was the mother of a classmate of mine at 


school. 


re 


I take it from your answer that you were 
already a director of the Fund at the time that you 


purchase.i rrom Chestnutt Corporation. 


ce 


A That is correct. 

Q Now, during the course of your business career, 
have you had occasion to become familiar with costs and 
profit control? 

A Every day. 

G Since you have been on the board of directors 
of American Investors Fund, what has been the practice 
with respect to the adoption of Advisory Agreements? 

A The Advisory Agreements have been submitted 
to the shareholders each year, but each Advisory Agreement 
runs ror two years. In effect, it is re-offered for re- 
affirming. It's been a practice to have it reaffirmed 
annualy even though it is a two year contract. 


Q When you first became a director of American 


Oss ise Mei MLA 1. 2 SRI G2 AMO Me «1 S&S Mw mii teBismiisee 
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Investco:is tund, what was the rate of the advisory fee? 


A 1%. 
7) bid there come a time when that rate was 
changed? 


& fes. We reduced it to a sliding soebe tne’ 
on the vclume, starting at 8% for the first 50 million-- 
Q When you say 8% you mean 8/10? 
PAN 8/10 of a percent. 6/10 for the second 
590 million, 4/10 for the next 200, and 3 1/2 for the 
next 200, and 3/l0ths of a per cent over 500,000,000. 
Q There are in evidence the minutes of directors' 
meetinys of May 21, 1973 and June 3, 1973; did you attend 


those niecetings? 


A The dates again, please? 


THE COURT: Do the minutes show that he attended 


the meetings? 


MR. LEE: He attended one meeting but he didn't 


attend the second meeting. 


THE COURT: It is in evidence. You don't have 


to go into it again. 


{ assume the minutes are correct, unless there 


is eviaence to the contrary. 
fk. LEE: Thank you, your Honor. 


\ ihe minutes of the meeting of May 2lst, 1973 
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to the consideration of Advisory Agreement; do you recall 
that? 

A Yes, I do. 

y Would you state the substance of that considera- 
tion? 

THE COURT: You mean the substance of the 
disciission? 
MR. LEE: The discussion. 

A The discussion centered on whether or not, in 
that then declining market, and a comparatively high rate 
of redenjtions, whether or not the adviser's responsibility 
for retunding the Fund, any fee in excess of the 1% was 


a likelihsod, and what the impact of that would be, and ways 


to face up to the problem. 


Q Did you participate in any of that: discussion? 

A Yes, I did. I had my own worksheet at that 
meetiny and I was sitting next to another director who had 
his own similar sheet, and we were quite concerned with the 
impact it would have if there were a change and a declining 
interest 11 mutual funds, and specifically ours at that 
point. 

v { show you Plaintiff's Exhibit 23 and ask you 
whethei--which consists of a letter plus a handwritten 


piece of puyer annexed to it--and ask you whether that 
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} emb 12 Currier-direct 
2 handwrittca piece of paper is what you refer to. 
3 A Yes, it does. 
4 a) iux. Currier, I show you page 27 of your deposi- 
5 tion in this case, which has been marked as Plaintiff's 
6 Exhibit 35. You will note the word "secret" appears on that 
7 page; is that the best recollection that you have of your 


8 testimony ? 


9 A io. When I read this, it was clear to me that 
10 that was supposed to have been "sacred." 
ll MR. LEE: May I, your Honor, for purposes of 
12 the record, simply read the answer as the witness has just 


13 changeu it? 


14 | THE COURT: Yes. It is an obvious typographical 


15 error, ‘lsh "tt? 


16 ‘ MR. LEE: It could be construed the other way, 


17 your Honor. 


18 ". « « and the feeling has been that the 
Sharehoiders should annually reaffirm or have the opportunity 
2 to reaifism the contract. We have not felt there was any- 
21 thing sacred about the two years." 
Q Mr. Currier, the record shows that you did not 
attena the meeting of June 5th at which the proposed 


Invest.wient Advisory Agreement was approved for submission 


es : & 


to the sharcholders. Did you thereafter attend the 


Li] 
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shareholdcrs' meeting? 
A In July? No, sir; not wf that year. 
MR. LEE: No further questions. 
 & 2 eR 2 eS SRR eR See 
CROSS-EAiiii NATION 
BY MR. LITOWLT2: 
) Mr. Currier, are you familiar with the form 
N-l-R tnact is filed by American Investors' Fund with the 
SEC? 


A Yes. 


MR. LITOWITZ: I would like to have marked for 


identirication’ as Plaintiff's Exhibit 38 a two-page extract 


from Form UN-1l-R instructions, and I indicate that on the 


two pages 1 am offering there are some handwritten notes 


which have been put on by myself, and they are not a part 


of the -apers. 


THE COURT: What is the document? 


MR. LITOWITZ: It is part of the N-l-R instruction 


form. 


THE COURT: What is the purpose of receiving it? 


MR. LITOWITZ: I actually have a copy. I want 


to put the whole form in and-- 
rile COURT: All right, you may proceed. 


MR. LEE: May I see the instructions, please? 
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Currier-cross 

(Pause. ) 

fin. LEE: I.take it this consists of just es 
copy ot tne Commerce Clearing House pages relating to this? 

MR...LETOWLTZ:). That..is exactly right.....It.is 
from the CCH Reporter, Volume 3 of the Federal Securities 
Reports appearing at page 39,837 and page 39,838. 

MR. LEE: I.will have no objection to the intro- 
ductian of this into evidence for whatever purpose, but I 
will object to the examination of the witness in connection 
with the accounting instructions which--these constitute 
instructions to the auditors. 


THE COURT: Well, if he has any knowledge abaut 


‘the document, he may be examined about it. If he doesn't 


know anything about it, I'm sure he can tell us. 

Have you ever seen this before? 

THE WITNESS: The N-l1-R? Yes, sir. 

MR. LITOWITZ: If there is no objection, I will 
just offer them into evidence. 

THE COURT: Received in evidence without 
objection. 

(Plaintiff's Exhibit 38 for identification was 
received in evidence.) 

id i4c. Currier, have you ever served as a director 


of any public corporation? 
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No, sir. 

You mentioned that the discussion on May 21 
concerning the Advisory Agreement included a discussion 
about the declining market. Can you tell us who said 
what about the declining market at that time? 

A I can't remember who said what. The general 
discussion pointed to the fact that the market was declining 
and that it was common knowledge. The redemptions were 


running high, if I recall correctly, not only American 


Investors but vall, funds, and other than, that, I don't 


recall anything about the declining market. 


Did anyone at that meeting discuss the imminence 


of a rebate by Chestnutt Corporation to the Fund? 


A No, not to the best of my knowledge. It was 
discussed in the framework that here we were, midyear, and 
if the »resent trends were to continue, the expenses, which 
included the management fee, could possibly end up being 
in excess of 1%. 

0 Did you form any judgment yourself as to when 
that point might arrive? 

No, but I would have to answer by saying it 
appeared that it could happen any time in the remaining 
Six months of the year that we could reach the point where 


that became clear. 


Currier-Cross 172 
Weil, when you said "it could happen within six 
months,” was that just physical possibility or was that 
your best estimate of what might happen? 
A I couldn't tell for sure where the market 
was goiny and where the redemption rates were going but 
present trends were very clearly pointing in the direction 
that if sustained, those trends would lead to the possible 
occasicn ter a refund or the necessity for a refund be- 
cause tie expenses and the fee could exceed 13. 
\ And if that trend continued, that situation 
might arise within six months? 
A Very clearly, in my judgment. 
THE COURT: “Very clearly" what? 
THE WITNESS: It could arise, the occurence 
Of that. 
G In 1973 did you have an opinion as to whether 


the fee paid by American Investors Fund to Chestnutt 


Corporation was higher than the fees paid by other Mutual 


funds? 
Oh, I certainly do. 
0 What was that opinion? 
A That American Investors Fund's fee was higher. 
It was more than an opinion. It was a fact as witness 


the worksnects that we used at that time. 
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Currier-Cross 


IT would hasten to add, however, that the fact 


that American Investors' fee was hi:her than other fees 
in itself never bothered me. 

Q Did anyone ever tell you that someone at the 
Securities and Exchange Commission requested that the 
proxy statement issued in the summer of 1973 contained a 
statenent that the fee paid by American Investors was 
higher than that paid by most funds? 

A Yes. I was acquainted with that but I don't 
know just when I became aware of it. 

Q You were acquainted with the fact that the 
had raised the issue? 

A That there was a letter from the SEC to 
Warren Greene, yes, Sir. 

Q Do you recall when you became familiar 
with that tact? 

A No, don’t. 

Q Let me finish my question. Whether it was 
prior to the institution of this lawsuit? 

A I really don't know when I first knew of that. 

® 
I was aware that our statement had to--the 
proxy statement or the prospectus had to state that our 
fee was higner than--I think the words were “most other 


funds." 
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6) Do you know whether the proxy statement did 
state that? 

A I'm not sure. 

Q If you had learned of that letter from the 
SEC prior to the issuance of the proxy statement would you 
have taken steps to see that the proxy statement was 
changed? 

A Changed? I have to ask you,in what way? 

(2 Changed to include such a statement in the 
Prospectus? 

A The SEC and our fund have had continual 
discussicnas: telephone, letter, and a lot of it is minu- 
tiae in terminology, et cetera. 


I have to answer your question by saying what 


the SEC has asked Chestnutt, Greene and Lee to do. I 


have leit 1t pretty much up to them. 
THE COURT: Are you an attorney? 
THE WITNESS: No, sir. 

Q Do you know whether the disinterested directors 
ever consulted with their own attorney on any matter 
relating to the Fund? 

A Tf a6, i'm not aware of it. 

W Do you know whether the disinterested directors 


ever met separately and apart: from the rest of the board? 


Currier-Cross 
Yes, eir,..1 do. 
Had they ever so met? 
Yes, sir. 

q) Did they meet on the issue of the new 
Advisory contract in the summer of 1973? 

A No, I don't think so. I'm aware of two such 
meetings but I don't think that that was the subject of 
either of those meetings. 

Q In the summer of 1973 would you have been in 
favor or were you in favor of increasing the fee payable 
by American Investors Fund to Chestnutt? 


A No, sir. 


w& Did you view the change in the expense limita- 


tions as an increase in fee from American Investors Fund 
to Chestnutt? 

A No, I didn't. As a matter of fact, I considered 
that haa we raised the fee, that would have been tougher 
on the shareholders of American Investors Fund than 
raising tne 1% expense for that to 1 1/2 because I felt 
right aiony that incentive needed to be kept on Chestnutt 
to keep the expenses down, not only of American Investors 
but his own as well. 

Q bid you view the threat of the rebate an in- 


centive to Chestnutt to keep the expenses down? 
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T certainly would consider it would be an 
incentive; yes. 
Q Pnd did you view a 1% expense limitation a 
greater incentive than a 1 1/2 % expense limitation? 
A Yes, but by the same token I didn't want to 
see the advisor,who was synonymous with the Fund in terms 


of the uniqueness of the Fund, in a position where he 


In the summer of 1973, did you know Mr. Chestnutt' 


1 didn't know specifically at that time. 


Did you have an idea of the approximate range 


couldn't intake a reasonable amount of money himself. | 
| 
| 
| 
| 


A If I were to guess, it was in the neighborhood 

of $60.000. 

THE COURT: Putting it a little different], . 
Had you ever requested information from either the Fund's 
officers or the Chestnutt Corporation which they declined 
to give you since you have been a director? 

THE WITNESS: I have never been denied any 
information. 

THE COURT: That you specifically asked for? 

THE WITNESS: And I have specifically asked 


for some on a number of occasions. 
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THE COURT: Does your answer also apply to 
counsel]: that they never rejected a request of yours for 
information? 
THE WITNESS: No, sir. I have always found 
any answers to be direct. 
BY MR. LEB: 

Q bid vie consider, in the summer of 1973, the 
expense limitation to be a benefit to American Investors 
Fund? 

A benefit? 

Q Yes. 

A Well, I would think any limitation is a good 
thing tor che person who can be disbenefited if there is 
ne limitation. I think a limit is a good thing, whether it 
£62 or 2072s 

Q In May of 1973, did you have any information of 
the ability of Chestnutt Corporation to remain solvent 
and able to perform? 


rs Yes, I did. 


Q You were concerned about Chestnutt Corporation's 


¢ 
solvency, is that correct? 


A ilaybe solvency is too strong a word. 
I was talking to Chestnutt on a number of 


eccasions tuat I wanted to see his staff cut so that his 
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2 expense rovyulrements were in keeping with the times, and ‘ 
3 when a Lusiness grows, you hire peorl: on most occasions; 

4 when it declines, you cut people off the payroll. And 

5 I felt very strongly that he should gear his outlays 

6 as expenses for the Fund, and his own needs to the require- 
cf ments at the moment. And he responded and substantial 

8 cuts were made. I think it is too strong to say that a -- 
A, well, Chesctnutt would become insolvent. 

10 My first obligation, I felt, was always to the 
11 Sharehcluers, but by the same token, if the advisor 

12 doesn't have a viable business, where are the shareholders 
13 going to li: in a case like American Investors Fund? 

14 \) Did you feel that Chestnutt could become 

15 "unviable"? 

16 A I think any business could and I think he could 


of that happening to Chestnutt in May of 1973? 

A I have to answer that by saying that we .had 
another problem. The Fund had started on the premise that 
anybody could send in a buck and become a shareholder of 
American Investors Fund. 


1 wasn't aware that any other fund invited 
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small yuy cthe way we did. That was costing us an arm and 


17 have; yes. 
18 GY You thought there was a clear imminent danger 
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a leg. At that time the postage was 8¢ going to 10. 

It had yone from 6 or whatever it was before 8, fairly 
recently tefore, and we had shareholders far too many 

in terms of number, in terms of what it was costing us to 


do business. 


So we finally got around to changing that since 


then and »ut limits on it, and that will help the expenses. 


2 vid the Fund welcome the small shareholders in 


the sumer of 1972 and the year prior? 


MR. LEE: Will you repeat the date please, 


Mr. LitowLts? 
MR. LITOWITZ: The summer of 1972 and the 


years prior. 


A Well, we are talking about December of '73; 
aren't we? : 
Q Up to now we have been talking about '73. 


What I am asking you is did anything happen from the 
summer of 1972 to the summer of 1973 to make you change 
your mind about the 1% limitation? 

A I think we changed the limit of the minimum 
purchase on or about '72 to reduce the number of incoming 
small sharcholders which, again, was a huge expense to us. 
I am rot sure of the date but I think it was prior to the 


period cf ‘73 we are talking about. 
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“WR. LITOWITZ: I have no turther questions, 
your Honor. 

THE COURT: Any redirect? 

MR. LEE: Just very briefly, your Honor. 

e 2 &£ 2 © 2&2 @&@ @ 2 Re fe fe UmehlU 
REDIRECY EXAMINATION 
BY MR. LOE: 

wy) ir. Currier, there is in evidence a letter from 

Mr. Cram uated May 15, 1973 transmitting a copy of the 
Fundscove Annual to each director. 

Now, I do not have a 1973 Fundscope here; I have 
a 1974 one. I hand you this volume and ask you if this is 
substantially the same type of size and compendium--and 
this is wore than the Court would ever want to know; it's 
like a telephone book--but I simply want to exhibit it 
physically before the court and have you testify as to what 
it ia. 

THE COURT: It is a publication of general 
acceptaic., isn't it, in the industry? 

MR. LEE: Yes, your Honor. And it is not 
simply 4 magazine; it's frightful. 

THE COURT: Well, I don't know whether it's 
frightful or not. 


Mk. LEE: No further questions. 
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MR. LITOWITZ: No questions. 

(Witness excused.) 

MR. LITOWITZ: Your Honor, I have just this one 
thing. Ar. Semmes is in Florida and has just gotten back 
from an extended stay in Kuwait where he is a consultant, 
and I accordingly will not call Mr. Semmes, and we will 
rely solely on his deposition, which is in evidence. 

That concludes our defense. 

THE COURT: Now, as a practicing lawyer, I 
represented Mr. Semmes' landlord. Mr. Semmes used to be in 
the automobile business in-- 

MR. LEE: In Searsdale; yes. 

THE COURT: le was the plaintiff in a famous 
case in this Circuit called Semmes Motors against Ford. 


MR. LEE: Yes, your Honor. 


THE COURT: All right. Are you resting, Mr. Lee? 


MR. LEE: 1 xest. 

MR. LITOWITZ: The plaintiff has nothing further, 
your Honor. 

THE COURT: I would like to take one matter up 
with you just for my own clarification. 

I haven't read all of the exhibits, and that is 
by my own choice because I won't get to the matter until 


it is fuily submitted. 
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fiduciary obligation a little bit unfounded. 


| 
emb 26 
I have page 4 of Mr. Lee's pre-trial memorandum, 

and there is a discussion here of jr: minimis. Now, there 

seems to be no de minimis in the federal court. The more 

trivial a case is, the more judicial attention it occupies. 

I am not suggesting that this one is trivial, but I find 

the use of the words "de minimis" in connection with a 
| 
| 
| 


1 would like to know exactly what is contended to 
be de ininimis. What are we talking about here in terms of 
money? ‘nis has to do with 1973, and there was some 
testimony I heard earlier to the effect that there was some | 


interest and some taxes to be excluded from an expense 


figure. 

The trial memorandum tells me about $7500 direct 
costs for Philadelphia counsel. Idon't know if that is in 
the reccrd or not, but I think you ought to straighten out 
that entire statement there on page 4, unless it is clarified 
in the exhibits. 

MR. LEZ: Thank you, your Honor. i think that i 
can straiynten it out by taking the testimony of Mr. 
Mumbacih and getting the exact amount of the interest and 
taxes. 

THE COURT: That he gave me, and I take it that 


that come crf the $1,694,418? 
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MR. LEE: It does, your Honor. 


v1If COURT: And then you huve 75 for Philadelphia 


counsel. [s that in the record somewhere? 


MR. LITOWITZ: I think, it is. 


MR. LEE: It may be in Mr. Mumbach's testimony. 


I don't know. I could have it prepared on a schedule. 

THE COURT: Do the three of these items bring 
you below che 1% by your computations? 

MR. LEB: No, not quite below it, your. Honor. 

THE COURT: I would say to you that you better 
get below it because I think when you have a fiduciary 
obligation, even 35 cents is not de minimis. 

AR. LEE: Well, that raises, I believe, the 
basic concept here of the new fiduciary obligation which 
the Conyress has placed here on the burden of proof. 

It is our contention that they must show that 
the action was unreasonable. 


I understand your Honor's point about the "any 


quantum whatever," and if I may, I will prepare a shcedule, 


and if it is not satisfactory to Mr. Litowitz, we will put 


Mr. Mumbach back on the stand at some point with respect 
to it. 
THE COURT: I don't think we are here to deal 


with trivial issues. I believe that Mr. Litowitz is 
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proceediny on a different theory of computation. He is 
treating the meaning of a “year" diffrorently, and of 
copurse that is a question for the Court to resolve on the 
entire record. 

{ understand that his sneory is different from 
yours with respect to the appropriate period or which 
figures are applicable. 

All right, I will take the matter as fully 
submittc: 

Could the record be clarified as to that counsel 
fee? Do you doubt the truthfulness of that figure? 

MR. LITOWITZ: If Imay, I believe Mr. Lee, who 
was deposed in this action, cestified to that while having 
some fiyures in front of him, which I assume came-- 

MR. LEE: I think that is true. .I will rely for 
that on what I have in my deposition, your Honor. 

THE COURT: You understand, I haven't read all 
the depositions because I would rather take it in one single 
piece. 

Now may I go off the record with you gentlemen 
and discuss the time limit for post-trial memoranda. 

(biscussion off the record.) 


‘tik COURT: Within 30 days from your receipt 


of the transcript you are to exchange your post-trial 
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memoranda, and anyone wishing to reply may reply within 
10 davs. iso new matter is to be cont.uined in the replies. 
At that time, will you please submit the exhibits 
to the Couct with a letter of transmittal in duplicate. 
I will mark it "Fully submitted. Decision 


reserved. 


UR. LEE: Thank you, your Honor. 


HR. LITOWITZ: Thank you, your Honor. 
Yould you require us to submit proposed findings? 
THE COURT s)\\) Yow may but. Li idon!t, insist .on, them. 
MR. LEE: I didn't hear Mr. Litowitz' question. 
THE COURT: He asked whether I required proposed 
findings anu I said that I don't insist on them. If someone 
thinks it will be helpful and want to submit them, he may. 
We have got a pretty good pre-trial order here so 
I won't iusist on any form of findings. If someone wants 
to put them in, I will take them, but I don't think it is 
essential. You might as well simplify it for yourselves. 
All right, thank you, gentlemen. I appreciate 
| your cooperation in assisting in the completion of this 
matter. 
The decision is reserved. 


(cial concluded. ) 
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